The South Carolina
Advisory Commission
on
Intergovernmental Relations

Financing Government in
The Palmetto State
A Study of Taxation in South Carolina

February 1991

f,lemson tm1Mlty·llbi1f!
MAY S 19tl
A Com111ission Report
'

SCACIR COMMISSIONERS
CHAIRMAN
The Honorable Robert J. Sheheen
Speaker of the House of Representatives
House District #52
Kershaw County

CITIZEN MEMBERS
Dr. Fred Carter of Columbia

'

CITY OFFICIALS
John Bourne, Mayor
City of North Charleston

W. T. Boykin of Marion
Dr. Sam Hines of Charleston

Robert S. Perry
Member, Aiken City Council

Dr. Robbie Bateman-Chandler
of Columbia

William D. Workman, ill, Mayor
City of Greenville

LEGISLATIVE MEMBERS

COUNTY OFFICIALS

Senator H. Samuel Stilwell
Senate District #6
Greenville County

Johnny Powers
Member, Florence County Council

Senator Sherry Martschink
Senate District #44
Charleston, Dorchester & Colleton
Counties
Senator Thomas H. Pope, ill
Senate District #18
Saluda, Newberry, Union Counties
Senator John E. Courson
Senate District #20
Richland County
Representative Herbert Kirsh
House District #47
York County
Representative Carole C. Wells
House District #34
Spartanburg County
Representative Holly A. Cork
House District #123
Beaufort County

Neil Smith
Chairman, Pickens County Council
Peggy Upchurch
Member, York County Council

SCHOOL BOARDS
Sandra Franklin, Columbia
S.C. School Boards Association

REGIONAL COUNCILS
Larry B. Richardson, Sr.
Upper Savannah COG

SPECIAL PURPOSE
DISTRICTS
Malcolm D. Bragg., Sr., of Taylors
S.C. Associati~n of Special
Purpose Districts

•

Fi,1a,1cing Government in
The Palmetto State
A Study of Taxation in South Carolina

A Report of

The South Carolina Advisory Comrnission
on
Intergoverntnental Relations
February 1991

Prepared by the:
United States Advisory Commission on IntergovernrnP.ntal Relations
Clemson University, The Strom Thurn1ond Institute
South Carolina Advisory Commission on Intergoverrimental Relations

'

Authors:

Robert D. Ebel, Director of Public Finance Research, U.S. ACIR
Holley Ulbrich, Clemson University, Strom Thurmond Institute
Laurence Marks, Research Associate, U.S. ACIR
'

Contributing
Editors:

Jim Hite, Clemson University, Strom Thurmond Institute
Rodney H. Mabry, Clemson University, Strom Thurmond Institute

PREFACE

The South Carolina Advisory Commission on Intergoverramental Relations (SCACIR)
has keen interest in the forms, capabilities and relationships of all levels of government in
the Palmetto State. The thread of continuity weaving through the entire public sector,
affecting their interdependence upon each other and their ability to function, is the tax
structure.
In the summer of 1989 the SCACIR initiated discussion with the United States
Advisory Commission on Intergoverramental Relations (U.S. ACIR) in Washjngton, D.C.
about the possibility of a joint research project which would examine the system of taxation
in South Carolina. Both Commissions agreed to undertake the project and deliberations
began in September. This was the first time that the U.S. ACIR had worked with a state
ACIR in a project of this nature.
The purpose of this report is to present South Carolina legislators and. other
policymakers with a document which provides the framework for designing
intergoverramental tax policy as the state enters the decade of the 1990's.
The study begins with an introductory discussion of why the state and local fiscal
system is an important topic for debate. South Carolina is entering a decade that will be
characterized by dramatic and sometimes rapid economic change in the state's (as well as
in the nation's) economy. Subsequent chapters provide a framework to help thjnk about the
South Carolina tax system, how it evolved, constraints on state/local tax policy,
expenditures, revenues, measures of performance, a description of the major components of
the system, intergovernmental implications and a summary of findings and recommendations.
The Commission wanted to anRwer the questions: Why care about South Carolina's
taxes? What is the role of the public sector in South Carolina? Why must citizens pay taxes?
How does our state compare to our neighboring states in the Southeast? How do we
compare to the nation? Are there areas for improvement and reform?
The Commission offers this study of South Carolina's system of taxation to our state's
leaders with appreciation and optimism. The Commission hopes that this will stimulate
further thought and action to modernize and improve our tax system.
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Dan B. Mackey
Executive Director
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on Intergovernm.ental Relations

ACKNOWLEDGMENTS
Many individuals contributed to this project, including the ACIR Commissioners, the
advisory committee and others who maintained an active interest in the study's success.
The South Carolina Advisory Commission on Intergoverrimental Relations expresses
thankR and appreciation to the following persons:

Robert D. Ebel, Director of Public Finance Research, U.S. ACIR
Laurence Marks, Research Associate, U.S, ACIR
Holley Ulbrich, Clemson University, Strom Thurmond Institute
Jim Hite, Clemson University , Strom Thurmond Institute
Randy Martin, University of South Carolina
Rep. Robert S. Sheheen, Chairman SCACIR, Speaker of the House
Robert N. McLellan, Former Chairman Ways & Means Com. & SCACIR Commissioner
Sen. Sam Stilwell, SCACIR
Sen. James Waddell, Chairman of the Senate Finance Committee
Fred Carter, Office of the Governor & SCACIR Commissioner
•

H11nter Howard, Chairman of the South Carolina Tax Commission
DeAnne Raven, Research Director, Tax Study Committee
Mike Ey, Fornier Research Director, Senate Finance Committee
Scott Inkley, Former Research Director, House Ways and Means Committee
Frank Rainwater, Research Analyst, House Ways and Means Committee
Harry Cooper, Director of Policy and Special Procedures, S.C. Tax Commission
Richard Handel, Chief of Tax Policy & Appeals Dept., S.C. 'J'ax Commission
Bob Toomey, Research Director, Senate Finance Committee
John Cone, Executive Director, S. C. School Boards Association
Carol Cohen, Senior Analyst, U.S. ACIR
Anita McPhaul, Administrative Assistant, U.S. ACIR
Janet Kelly Ledebur, fo1·n1er SCACIR staff
Jeff Clements, former SCACIR staff
Andrew G. Smith, Legislative Analyst, SCACIR
Deborah Hartfield, Administrative Assistant, SCACIR

'

Table of Contents

Chapter 1: Executive S11mmacy . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1
Introduction . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1
Criteria for Jud~ng South Carolina's Tax System. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4
Summary of MaJ or Findings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9
Recommendations for Reform . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13
Chapter 2: The South Carolina Economy ......................................
Economic Structure . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Implications of Structural Change . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Demographic Changes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Implications for the Revenue Systems .........................................

19
19
28
29
35

Chapter 3: The Intergover•••••ental Fiscal Fraa11P.work .. .......................
Fiscal Federalism . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Role of the Federal Gover1iment in South Carolina ..............................
The State-Local Relationship ..................................................
Summary . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

41
41
45
49
54

Chapter 4: Interstate Fiscal Comparisons .....................................
Purpose and Scope . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Methodology and Data. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Tax Mix .....................................................................
Tax Capacity and Tax Effort ..................................................
Policy Implications . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

57
57
58
60
69
75
75
82

Chapter 5: Overview of the South Carolina Revenue Struct11re ............... 87
State-Local Revenue as an Interrelated System ................................. 87
Responsiveness of Revenue Sources to Economic Growth . . . . . . . . . . . . . . . . . . . . . . . . 92
Nontax Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 99
Options for Reform . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100
Chapter 6: State Taxes and Options for Ref<,r••• ..............................
The South Carolina Personal Income Tax . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Taxation of Business . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
The South Carolina Sales Tax ................................................
Options for Reform . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Selective Sales TaxP.s . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Wealth Transfer TaxP.s: Death, Gifts, & Real Estate . . . . . . . . . . . . . . . . . . . . . . . . . . .
Licenses and Fees . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Summary and Conclusions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

103
103
110
110
117
119
123
127
130

Appendix to Chapter 6: F,a1·at1arking and South Carolina . .................... 133
Chapter 7: Local Revenue S011rces ...........................................
The South Carolina Property Tax .............................................
Other Local Taxes, Fees and Charges . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
State Aid to Subdivisions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Summary and Conclusions .. : ................................................

139
139
150
154
157

Chapter 1
Executive Su ,n ,11ary
Taxes are what we pay for a civilized society.
--Oliver Wendell Holmes, Jr.

Introduction
Ours is fundamentally a market economy in which the basic economic problems are
solved through the interaction of decisions made by individuals, households, businesses,
and other collectively organized private activities. On most any issue, in the nation as well
as in South Carolina, the presumption is to let the market operate. One result has been the
creation of an economic system that is at the same time the world's most mobile,
productive, efficient, and fair. Indeed, the pres11mption for ''letting the market decide'' is so
strong among most public finance economists that one canon of policy making is that a
"neutral'' tax system is one that interferes least with the operations of the market. To put
it another way, unless there are good reasons to interfere with the market mechanism, one
had better not do it.
In an ideal world, that would be the end of the story. But there is a catch. The
market is not ideal. There are market failures. When market failures occur, the economic
system falls short of achieving not only its optim11m efficiency but also the goals of fairness
and equal oppurt,inity, which are fun<lamental elements in maximizing our economic and
social welfare.
Examples of market failure abo11nd.

A major reason for this is the difficulty in

properly assig1iing a cost or price to an economic action.

In technical jargon, an effect

external to the market occurs. These ''externalities'' can be negative, in which case the task
is to stop or regulate the activity, or they can be positive, thus requiring more of the
activity.
The fish kills and human illnesses that are created when one dumps toxic wastes into
a stream, the loss of vegetation from "acid rain," and the ozone damage due to chloro
fluorocarbons released into the atmosphere are examples of negative externalities.
In the case of positive externalities, the problem is not that the private sector fails to
provide the particular good or service, but rather that it fails to supply the good or service
to the degree that benefits society most. Thus, in an efficiency sense, the activity or product
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is undersupplied or underproduced. E:,camples include the benefits that accrue to society
from an education system that increases people's productivity and thereby adds to the
competitiveness of the local work force, road and transportation systems that promote the
flexibility and mobility by which the market operates, and the presence of police and fire
operations that provide a safe living and working environment.
In addition, the market fails if private activities create a situation whereby society's
scarce resources are underutilized due to institutional barriers. Here, the classic example
is the loss of output that results from discrimination in the labor markets. There is ample
evidence to indicate, for example, that race and sex

discrimination are economically

inefficient and that, over time, their presence will reduce a state or nation's ability to
achieve its full productive potential.

Similarly, the market often fails to automatically

provide adequate time for people to adjust to the rapidly changing circumstances of world
product and money markets, thereby creating an important role for governments to play in
a transition. An 11nemployed textile worker who must retrain for a ''hi-tech'' job illustrates
this kind of market failure.
•

In short, although the presumption lies in favor of the market as good and desirable,
the goals of equity and efficiency in our society cannot be achieved without some form of
collective intervention in the economy. That intervention, in turn, almost always involves
some form of goverr,mental or ''public sector'' activity. Goverr,ment involvement will range
from subsidies to encourage activities that have a large degree of ''private'' goods
characteristics (e.g., tax exemptions and/or grants to charitable groups, urban land grants
or ''write downs'' for developers of low income housing) to public procurement and
production of specific services, which if left to the private sector would be inadequately
supplied (e.g., K-12 education, health care for the poor, off-site infrastructure in support of
local economic development, parki:i and recreation areas).
•

Why We Pay Taxes

Gover11ment provision of services is where taxes and t,ax systems come into the
picture. Taxes are the prices we pay to satisfy our public sector needs that the private
market, if left to itself, would fail to provide. As the quote at the top of this chapter much
more eloquently puts it, taxes are a price we pay for a civilized society. And, like prices in
gene:i;-al, taxes perform the dual function of paying for public goods and services and sending
"signals'' that there are social as well as private characteristics of an activity or item of
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value. Examples of the former would include the broad based income and sales taxes used
to support those general gover,iment services that can not be divided up easily among
individual taxpayers (e.g., cost of the legislature).

F.xamples of the latter would be

''corrective'' taxes on polluters, special charges in cases for which users can be identified,
such as toll roads, and ''shadow'' prices designed to reflect the true market worth of certain
assets (e.g., property taxP.s levied at highest and best use value, preservation of historic
buildings).
Unlike private sector prices, however, taxes (even user charges, to some extent) are
compulsory. Imposed collectively, they interfere with private decisions. Accordingly, it is
appropriate and necessary that the effects of these public prices be carefully and
evenhandedly eJramined for their effects on economic behavior and for the fairness of their
distribution among different classes of taxpayers. Tax laws and tax systems are more than
compendia of arcane data and complicated rules and regulations. They are expressions of
community relationships among individuals and between the people and their goverriment.

Need for a Study
In keeping with the premise that a state's fiscal arrangements reflect the character of
its economy and its people, and that taxes are an expression of comm11nity and individual
relationships and values, this report provides an overview of the South Carolina economy
and the key features of the state and local tax system.
There

are three

reasons

why this

study is

needed. The first

reason is

intergovernmental. In recent years, federal cutbacks have led to increased f1Scal demands
on for state and local governments, intensifying conct::rn about how well the state and local
fiscal system is operating.

Not only has direct federal to state/local aid been reduced

dramatically in recent years, but so has the level of other indirect financial subsidies, such
as the revenue sharing generated by deductibility provisions of federal tax law. In addition,
as a response to an era of federal fiscal austerity, the President and Congress are adding to
the list of federal regulatory requirements and direct orders that state goverrirnents must
carry out and pay for while preempting the authority of state and local governments to
design their own regulatory and revenue generating responses. In short, the heat is on.
Second, South Carolina is experiencing dramatic changes in its demographic makeup
and its economic structure. The population is getting older at the same time that the State
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is moving from an economy based on agriculture and durable goods manufacturing
(although these sectors remain important) to one more heavily engaged in by financial and
other services, transportation and utilities, and wholesale trade. These changes will have
profo11nd effects on how South Carolina raises and spends its public monies. This book
provides a backgro11nd and framework for 11nderstanding and debating these fiscal issues.
Third, the fact is that it is simply important that taxpayers and tax policy makers
alike periodically take a look at how their fiscal arrangements are working out and how
well the system is operating as a whole. Over the years, small tax adjustments made in
response to specific needs have become an 11nwieldy collection of rules, resulting in policies
that may inhibit the achievement of long range economic and fiscal goals. Fueling these
concern$ is the intergovernmental competition among states to offer tax advantages that
will attract new development, and, with it, new residents. At the same time, states are
aware that they must sustain a tax base high enough to provide public services that will
make them attractive places in which to live and work.
•

Criteria for Judging South Carolina's Tax System
Debate on fiscal policy seldom makes clear the basis for selecting one revenue source
over another. Several factors may be at work to discourage explicit statements for example,
lack of data as to the economic effects of a tax; uncertainty as to who will bear the tax
''burden''; and the complexity and multiplicity of tax effects.

Nevertheless, when a

subnational (state/local) government makes the political decision to use one tax form rather

•

than another, a clearly stated set of criteria is needed by which to make policy choices. The
following are generally accepted criteria by which the South Carolina fiscal (revenue)
1
system maybe evaluated.

1.

A high quality revenue system should be composed of elements that function
well together as a logical system, including the fmances of both local and state
gover,iments.

The South Carolina state and local revenue system should function as an integrated
whole. Too often the tax system develops incrementally without an overall vision of how all
parts relate to one another. Some inconsistency of provisions is inevitable because a tax
system must pursue multiple objectives, but conflicts should be consciously recog,iized and
minimized.
4
•

•

One of the major areas where state policy makers often fail to consider the revenue
structure as a system involves local taxes and charges.

The state is responsible for

determining the functions of local governments and the taxes that they may employ, and it
should recug11ize that its actions may interfere with or enhance the effective and equitable
financing of local services.
2.

The tax aystem should be neutral with respect to its impacts on the workings
of the private market system.

Neutrality in taxation requires that although some taxes may be designed to
accomplish certain intended objectives, beyond this taxes should minimize interference with
private economic decisions.

Special emphasis must be placed on the word ''intended.''

Sometimes a government deliberately chooses to raise some prices through taxation and
thus discourage the production or consumption of an activity. Thus, for example, taxes can
provide a useful mechanism for discouraging socially 11ndesirable activities such as air and
water pollution, smoking, and illegal drug sales. In some situations, taxes are a better
method of discouraging activity than outright prohibition because they preserve a degree of
freedom of choice.
Thus, the neutrality criterion req11ires that such distortion be deliberate and not
merely inadvertent. It is also important to be aware that, even though a given tax may have
an intended and ''desirable social purpose'' (and, in fact, may even accomplish that
purpose), it can also have unintended side effects that, on balance, make it a poor policy
tool.
3.

A high quality revenue system should produce revenue in a reliable manner.
Reliability involves stability, certainty, and sufficiency.

Reliability encompasses a number of desirable characteristics. First of all, revenue
should be relatively stable. Some instability is inescapable because of the volatility of the
economy, but South Carolina can design its revenue system so that this instability is
mitigated. For example, the state can levy taxes on bases that do not fluctuate any more
than the economy as a whole. A second aspect of reliability is certainty. Taxpayers should
not have to cope with year to year changes in statutory tax rates and bases. Certainty goes
hand in hand with the stability: If revenue is highly unstable, frequent changes in tax
rates will be necessary. If revenue is stable, citizens can have greater certainty about the
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taxes they will have to pay from one year to the next. Finally, the system must produce
sufficient revenue to fund the level of spending that citizens want and can afford. This
requires not only that revenue be adequate to balance the state budget in the short run but
also that revenue should grow at approximately the same rate as desired state spending; in
other words, taxes whose revenue grows relatively slowly should be offset by taxes that
tend to grow more rapidly than income.

4.

A high quality revenue system should have substantial diversification of
revenue sources over reasonably broad bases.

A diversified revenue system would normally raise substantial revenues from six
sources:

the general sales tax, the personal income tax, the property tax, excise taxes

(particularly on tobacco, alcoholic beverages, gasoline and motor vehicles), business taxes,
and user charges. Reliance on each of these revenue bases makes it possible to keep tax
rates on each particular object of taxation at a relatively low level. Low rates are important
because every tax has some undesirable effects, and those effects are magiajfied when rates
are high.
Broad tax bases are desirable for many of the sam.e reasons as a diversified revenue
structure. In fact, a broad base may be viewed as diversification of burdens for a particular
tax. Avoiding specific exemptions makes it possible to maintain lower rates and also
contributes to fairness because a narrow base tends to cause people with similar incomes to
pay different amounts of tax.

5.

A high-quality revenue system should be equitable. A fair system is not
regressive (vertical equity) and imposes approximately the same tax burden on
all households with the same income (horizontal equity).

Few questions of public finance are more judgmental, and therefore, political, than
the question of ''who should pay?" Nevertheless, tax equity is a proper concern of economic
policy and must be addressed as objectively as possible.

Some persons may have more

expansive concepts of equity, incorporating the idea of progressivity (that is, the principle
that taxes should represent an increasing proportion of income as household income rises).
Since. the present South Carolina system is regressive (the tax burden falls as income rises),
moving to a proportional tax system and one in which all tax burdens on subsistence
income are eliminated would represent a change from the status quo.
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It is important to note, however, that the progressivity or regressivity of any

particular tax is not of great importance. What is sig,,jfic,ant is how the burden of the entire
tax system is distributed (global incidence). Thus, levying some regressive taxes is not
inconsistent with good tax policy, provided that the overall tax system is proportional.
An equally important concept of equity is that of horizontal equity, viz, that ''equals be
treated equally." Thus, for example, horizontal equity would require that individuals or
households with equal income and/or wealth bear the same level of the tax burden.

6.

A high-quality revenue system should be easy to understand, minimize
compliance costs for taxpayers, and be as simple to administer as possible.

While avoiding reliance on an overly complex maze of taxes, forms, and filing
requirements is clearly desirable, some level of complexity and some administrative and
compliance expenses are inevitable. These principles will sometimes conflict with other
principles discussed in this statement and thus force policymakers to make difficult trade
•

offs. For example, shielding poverty-level households from taxP.s while maintaining broad
tax bases may require provision of tax credits that are targeted at those with low incomes,
even though provision of such credits necessarily entails an increased degree of complexity.
Policymakers have often not paid sufficient attention to the difficulty of administering
tax provisions and to compliance burdens, particularly on business. Provisions of existing
taxes should be reexamined to eliminate complexities whose costs outweigh their benefits,
and administrative and compliance problems should be given serious consideration in
future tax reforms. Tax provisions should be unambiguous, so that their meaning does not
have to be negotiated by taxpayers and t,ax collectors.
7.

A high-quality revenue system should promote accountability.
The essence of accountability is that tax policy should be explicit.

increases should be avoided.

Hidden tax

If a government wants to increase the tax burden, this

increase should result from explicit action rather than an automatic process. L:ikewise,
'

decisions about tax breaks should be overt rather than obscure.
One way of enhancing accountability is to adopt truth-in-taxation policies for the
property tax.

Such policies inform property owners in clearly written statements about
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reasons for proposed changes in their tax bills and provide an opportunity through special
public hearings for the public to challenge proposed tax increases. They can help taxpayers
to 11nderstand why their tax bills are rising, for eJCarople, by distinguishing between higher
valuations and increased statutory tax rates.
A second way to promote acco11ntability is to require that assessments of property be
based on full value rather than on a fraction of value. Fractional assessments are confusing
and detract from acco11ntability for assessors.
Accountability is often taken to imply that a personal income t.ax should be indexed
because, if it is not, effective rates will increase due to inflation even though no increase
had been legislated. A possible problem with drawing such a conclusion is that indexation
would cause total state tax revenue to lag behind the growth of expenditures. Many other
state taxes increase more slowly than inflation, and the above average growth of the income
tax pulls up the total revenue increase.

8.

A high-quality revenue system should be administered professionally and
unifor,oly both throughout the State and within individual jurisdictions.

Poor tax administration results in inequalities in the distribution of taxes. To the
extent that one group of taxpayers is not fully and fairly taxed, the level of taxation will rise
for another, less favored group.

An important but often neglected aspect of tax administration is compiling and
distributing reports that show how the tax system is operating.

9.

A high-quality revenue system must result in enough equalization of the
resources available to local governments that they are able to provide an
adequate level of services.

The State has a responsibility to equalize resources so that cities, counties, and other
local taxing jurisdictions are able to fmance services that are mandated by the State. The
virtues of fiscal decentralization should be preserved, but states should not be blind to the
difficulties of excessive burdens in poor communities . This criterion does not mean that
resources have to be completely equalized, but rather that extreme inequalities should be
avoided. This issue is especially important now that the federal government is reducing its
aid to local gover,iments.
8

10.

A high-quality revenue system should enhance the ability of South Carolina's
business community to compete in national and world markets.

Businesses are adept at playing one state off against another to extract tax
concessions. Too often, lobbyists for businesses emphasize the least attractive aspects of a
state's tax system for lobbying purposes, ignoring the positive aspects.
If South Carolina imposes a tax burden far out of line with those of the states with
which it competes for residents and. jobs, it runs the risk of hurting its economy. It does not
follow, however, that every tax advantage offered by a competitor state must be matched.
In comparison with factors such as labor costs, access to markets, and availability of
capital, taxes are not a particularly important factor in most business location decisions.
The total package of business and personal taxes should be considered, not any specific
provision in isolation.
Taxes should provide a "level playing field'' with similar treatment for all industries
and all firms within each industry. This implies avoidance of industry specific tax
incentives or special taxes on selected industries.

Su••• enu-y of Major Findings

The following chapters of this report address a variety of topics, and a complete
reading of the full report is required in order to gain clear perspective on the South Carolina
state and local fiscal structure. The major findings and recommendations of the report are
as follows:

South Carolina's Economy
1.
South Carolina is growing faster than the nation as a whole. Between 1969 and 1987,
South Carolina's personal income grew 22 percent faster than that of the average U.S.
state. Total employment increased 17 percent above the national average.
2.

South Carolina can no longer be characterized as the rural and textile dominated

economy it was in the 1970's. The state's economy is becoming increasingly urban and
diversified. Whereas farm and agricultural activities and nondurable man11facturing have
'

declined in importance, there has been a rapid growth of employment in the sectors of
transportation and utilities, trade, services and finance.
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3.

The shift toward services will continue.

By the end of the decade, tourism and

retirement related activities will replace manufacturing as the largest component of the
economy.
4.

The residential location preference is also changing. The shift in population is

generally away from the central areas and toward the Atlantic Coast, and from city to ·
suburb. Retirees will continue to be an important factor in demographic change.
5.

This change in the demographic and economic mix of the State will force South

Carolinians to review their state and local fiscal system. Special attention will focus on the
ability of the present tax system to automatically capture the fiscal benefits provided to
growing parts of the population and economic base.

The Intergover11mental System
1.

Federal budget austerity is impacting South Carolina's governments to a greater

degree than for the U.S. as a whole. Between 1983 and 1988, federal grants to all state and
local governments declined by 14.5 percent. For South Carolina, the grants declined by
22.4 percent.
2.

South Carolina has a highly centralized state and local tax system.

The state's

dominant role is revealed by a look at revenue collections. In 1987, 65.3 percent of all
South Carolina state and local revenue was collected by the State, compared to a national
average of 55.5 percent.
3.

A similar story of centralization of power is exhibited on the spending side of the

budget. In 1987, 52.8 percent of state plus local funds were spent by the State, and 47.2
percent of spending occurred locally. Nationally, the ratio was 41.2 percent state and 58.8
percent local.
4.

The State is also very controlling in other intergovernmental areas: it maintains a

ceiling on local bonded indebtedness, sets property tax classification ratios, and under the
proposed local sales tax option, has established legislative constraints with respect to the
use of sales tax revenues. (A property tax rollback is required, and. some counties are
required to share their tax collections with other jurisdictions).
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Interstate Fiscal Comparisons
1.
By making interstate comparisons of revenue and expenditure levels and tax capacity
and spending relative to measures of state/local ''needs," one can get a good picture as to
how South Carolina's fiscal performanee compares to other states in the southern region
and in the U.S. as a whole. This information can be particularly useful in discussions of
relative overutilization vs. underutilization of certain types of revenues.
2.

Such numbers only provide a ''first glance'' at how South Carolina's fiscal system is

working. It would be hasty to conclude, for example, that a low (high) rank among the
states with respect to various tax and spending means that the State is spending and
taxing at ''too low'' (''too high'') a rate. As the discussion above relating to the criteria for
judging a tax system notes, there are several competing objectives of a state and local fiscal
system. It is the job of the policymaker to weigh the pros and cons of the trade-offs among
these objectives.
3.

When one does take this first glance, it is clear that relative to the U.S., South

Carolina is a low tax and spending state. For the eight state southern region, however,
South Carolina is about average.
4.

Relative to the fifty states and the District of Columbia, South Carolina is average in

its effort to tap its general sales and selected sales tax capacity, and an above average
personal income tax state. The state's effort in taxing corporate income and property is
well below the U.S. average.
5.

In terms of its spending record relative to the amount required to meet an average

level of public service needs, South Carolina spends more than the average state on health
and hospitals, just above the average for higher education, and below the national average
on K-12 education, highways, police and corrections, and especially, public welfare.

The Total Revenue System
1.
South Carolina gove:rnments collect the bulk of their revenues from the ''big three'' of
state/local taxes: income, sales, and property. In general, the tax system still has a strongly
rural influence, as exhibited by its low property tax effort.
2.

The South Carolina Constitutiop. places few constraints on the state's taxing powers,

but imposes substantial limitations on local governments. From a tax perspective, the key
limits are related to the classification of the property tax and the lack of access to local nonproperty taxes.
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3.

In addition to its constitutional constraints, the State exercises other forms of local

fiscal control. A particularly important form of fiscal control is the limited fiscal autonomy
given to school districts in the State while counties and municipalities are free to set their
own rates.
4.

Overall, the state/local revenue system is regressive in effect. That is, the tax burden

(ratio of taxes paid to income) tends to fall (rise) as income increases (decreases). This is
true since the regressiveness of the taxes on sales (general retail purchases as well as
excises such as that on alcoholic beverages) and property outweighs the effect of the mildly
progressive personal income tax.
5.

In terms of automatic responsiveness to economic growth (ability to automatically

generate new revenues as the state income grows), the personal income tax performs rather
well. It has a tax elasticity of about 1.5. In contrast, the sales and property taxes exhibit
low elasticities or relative tax stability.

State Taxes
1.
South Carolina employs two major state taxes: the general sales tax and the income
(personal plus corporate) income tax in about equal proportions in te1·n1s of dollars
collected. In addition, the State levies a number of selective sales taxes and other minor
taxes, including the insurance tax, bank tax, and inheritance tax.
2.

The personal income tax ranks high on the criterion of simplicity for taxpayer and tax

administrator alike. This ranking is due largely to the fact that South Carolina law
conforms to the federal definition of taxable income as a starting point for computing state
tax due.
3.

A major issue for the 1990's will be the tax treatment of the income of retirees. As

noted, the retired elderly are making up an increasing proportion of the South Carolina
population profile. Yet, at present, many taxpayers are allowed to exclude from taxable
income most of their Social Security as well as part of the income from state retirement
plans and from IRAs and Keogh plans.
4.

· The South Carolina sales tax is relatively broad based with respect to its taxation of

"goods," but taxes services narrowly. Whereas the broad nature of the ''goods'' portion of
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the tax base (e.g., food for home consumption) tends to contribute to the regressivity of the

tax, it promotes the overall horizontal equity of the sales t.ax.

Horizontal equity and

revenue productivity of the tax would be enhanced by a broader taxation of services. This is
particularly true in view of the increasing importance of the service sector to the South
Carolina economy.

Local Taxation
1.
Until recently, the property tax had been the sole tax source for local governments in
South Carolina. Since 1985, local goveriiroents have received revenue from a state
administered accommodations tax. In 1990, cities and counties were authorized to enact a
local option sales tax, contingent upon a rollback of property taxes and some revenue
sharing among counties.
2.

South Carolina classifies property by value into four categories: owner-occupied real

estate and agricultural land, commercial property, industrial property, and personal
•

property. The spread of assessment valuations across types of property is from 4 percent to
10.5 percent.
3.

School district revenues are limited to property taxes (with millage rates constrained

by the State) and state aid, which is dete1·mined by an equalizing formula.
4.

South Carolina has no general program of state reimbursement for exemption of local

property taxes on state property.
5.

South Carolina's homestead exemption is not tied to income; nor does the State have a

circuit breaker.
6.

State aid to local gove1·11ments in South Carolina is determined by a complex formula

involving multiple tax sources, allocated almost exclusively on a population basis, and
subject to state legislative discretion as to the level of funding.

Reco111111endations for Reform
Recc,a,1mendation #1. The degree of centralization in South Carolina's revenue system
may have been appropriate for a rural/agricultural state, but should be reexamined in the
light of growing urbanization. Alternate local revenue sources and debt limitations are two
items particularly worth reviewing.
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Recom111endation #2. While the federal government has not been consistent in indexing
the income tax, South Carolina has opted to do so starting in 1989. Indexing for inflation
preserves the distributional structure of the tax and reduces the automatic increases in
revenues that would otherwise result from infl.ation. We strongly support the concept of
indexation and would resist the temptation to drop indexing, temporarily or permanently,
in response to perceived revenue needs.
Recomm~ndation #3. The t.ax treatment of business in South Carolina represents, as it
does in all states, a trade-off between short-term revenue needs and the desire to attract
industry to the State by offering a competitive tax package. Tax provisions intended to help
with recruiting industry should be reviewed regularly to weigh the revenue loss against the
benefits.
Recommendation #4. The tax treatment of retirement income ann. the effort devoted to
capturing revenues from passive income (interest and dividends) should be carefully
examined in the light of a growing retired population.
Reco111mendation #5. The structure and rates for selective sales taxes in South Carolina
should be carefully reviewed to determine why revenue from those sources has grown so
slowly and what rates are appropriate.

Since most selective sales taxes are stated in

specific tern1s, their real value declines with inflation. All such taxes should be subject to
regular review so that there is not an unintended tax reduction as a result of inflation.
Reco111 •••endation #6. Licenses, fees and charges are a source of income that can be used
to generate additional revenue and assign the cost of supporting certain services to those
who use them the most. Expanded use of these revenue sources should be explored, but
with caution in a context of the equity of the overall revenue system.
Reco111111endation #7. With the addition of local option sales taxes, South Carolina will be
raising a disproportionate share of its state and local revenue from the sales tax. Any
proposed expansion or narrowing of the base of the sales tax needs to be carefully examined
from the standpoint of the distributional burden in the next decade.
Reco111mendation #8. The cap of $300 on sales of automobiles and similar items has been
the subject of heated debate and will continue to be, both as an equity issue and a revenue
issue. Possible reforms include elimination, a higher cap, or an exemption of a minimum
purchase level with the tax applied beyond that level.
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Taxes on tobacco products could be levied at higher rates to

Recv,11,11endation #9.

generate more revenue, since they are among the lowest in the nation. The added revenue
can either go into the general fund or be used to reduce other taxes in the state system.
.

Reco,11,11endation #10. The taxation of distilled liquors is quite complex, with one or more

taxes at each stage.

While the overall tax burden may or may not be appropriate,

depending on the objectives of the General Assembly, it should be possible to collect the
same amount of revenue with fewer taxpayers and lower administrative costs by
simplifying the structure of the tax and reducing the number of stages of production and
distribution at which these taxes are collected.
Rec()111,11endation #11. If the distribution of the burden of the property tax is considered

to be too regressive, several options can be explored. One option is to add a circuit breaker,
or property tax credit, to the state income tax. This option will reduce state revenues
without affecting property tax collections. A second option is to modify the present
homestead exemption so as to include all families below the poverty level, either in addition

to or in place of the present exemptions for the elderly and disabled (in order to minimize
the revenue impact). A third approach is to combine these two methods. An extension of
the homestead exemption will reduce revenues of school districts, which are not
reimbursed. In addition, broadening the homestead exemption will result in revenue losses
for the State due to reimbursement of cities and co11nties for property tax revenue losses.
Recom ,11endation #12.

Most local elected school boards have little flexibility on the

revenue side of their budgets.

Since most school boards are elected and therefore

accountable to the voters, the General Assembly may want to explore granting more
autonomy in setting the mil rate for school purposes.
Reco,11,11endation #13. Heavy reliance on the property tax creates large gaps between

poor areas and wealthy areas in the ability to finance local public services. South Carolina
has relied less on the property tax and more on state aid to finance these services than
many other states.

When the General Assembly considers funding of state aid to

subdivisions, alternative local revenue sources, and mandating local government programs
and services, the property tax impact of such actions should be considered as an important
aspect of the decision. A local property tax impact statement for each such proposal would
keep the General Assembly mindful -0f how the proposal would affect fiscal equalization.
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Recom111endation #14. To the extent that local goverriments need more flexible and

responsive revenue instruments, and need to reduce dependence on fees and charges, the
General Assembly should continue to explore providing local goverramP.nts with additional
revenue options. While the accommodations tax was passed and a modified local option
sales tax is now available, other options that derived from the 1977-78 Local Revenue
Diversification Study, a local piggyback income tax, local amusements tax, local admissions
tax, and local motor vehicle tax should be considered.
Reco111mendation #15. As presently designed, neither the accommodations tax nor the

local option sales tax is truly a local tax. Consideration should be given to whether cities
and counties should be given more discretion in the use of accommodations tax revenues.
After the initial experience, the legislature may wish to review the property tax rollback
requirement and the fiscal equalization aspect of the local sales tax.
Reco111mendation #16.

South Carolina's tourism industry operates in a competitive

market, so the accommodations tax rate must be kept in line with those of other states.
Nevertheless, the rate for this tax should be reviewed periodically in the light of what is
happP.ning to rates in other states.
Reco111111endation #17.

The present system of state aid to subdivisions needs to be

carefully reviewed, considering which taxes to include, what basis to use for distribution,
the appropriate shares for counties and m11nir:ipalities, and the degree of certainty that can
be provided about the level of funding.
In addition to the recommendations cited in this report, the SCACIR has also included
''Options for Reforn1'' which were offered by the authors but not adopted as
recommendations.
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ENDNOTES

1

This set of criteria is based on Principles of a High Quality State Revenue System
developed by the Task Force on State and Local Relations of the National Conference of
State Legislature~, December 1987.

'
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Chapter 2: The South Carolina Economy

Economic Struct11re
Historical Backgro,ind
In the twentieth century, and particularly since World War II, South Carolina has
undergone a transformation from an agricultural to an industrial economy. That
transformation has also been associated with change from a largely rural to an urban
society. Because such changes take place gradually over time, they are not readily
recogriized. Nevertheless, these changes have sig,ijficant implications for tax policy in
South Carolina.
A plausible case can be made that commercial agriculture was invented in colonial
Virginia and South Carolina. In eighteenth century South Carolina, an economy was built
around large-scale production of rice for export. Rice production continued to be important
in the coastal areas of the state until after the Civil War. But the invention of the cotton
gin soon after the Revolution made the development of cotton agriculture in the Piedmont

possible. As a result, the economy of South Carolina was based on cotton production well
into the twentieth century.
Even before the Civil War, some manufacturing had developed in South Carolina. In
the late 1800s, a movement got under way to develop cotton textile manufacturing in the
state, and, by fits and starts, the industrialization of South Carolina proceeded throughout
the first half of the twentieth century. Yet South Carolina remained relatively poor. Not
11ntil 1948 did the state achieve per capita income levels equal to 50 percent of the national
average or approach the relative level of economic well-being enjoyed in South Carolina on
the eve of the Civil War.

1

The transformation of the South Carolina economy in the second half of the twentieth
century was made possible by a number of factors. The first, and most important, of these,
was general growth in the national economy.

In a landmark study published in 1951,

Hoover and Ratchford showed that a national economy operating at, or near, full
employment was the most important condition for overcoming the economic problems of
South Carolina and other southern states. With much of the world's industrial capacity
destroyed in World War II, U.S. industry had an unparalleled historic opportunity to
expand and exploit world markets in the period from approximately 1945 to 1965. A
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generally expansionist federal fiscal policy tended to stimulate national economic expansion
centered on using American mass-production techniques to fuel a high-consumption society.
Given such a set of policies, South Carolina had only then to mechanize its
agriculture in order to release large quantities of useful labor to man11facturing.
Accordingly, the state pursued an aggressive strategy of rural industrialization, using the ·
attraction of low-cost labor to lure branch plants to small towns and rural counties.
The strategy was generally successful. Indeed, measured by percent of the workforce
employed in manufacturing, South Carolina became, after North Carolina, the second most
heavily industrialized state in the nation.

Much of the new manufacturing industry

locating in South Carolina had an orientation to textiles. In 1970, textile and apparel
employment totaled 193,000, or about 57 percent of manufacturing employment and 23
percent of total non-farm employment.

2

The new jobs were not high paying jobs by national stand.ards, but they were jobs that
South Carolinians with relatively low educational attainment and. industrial skills could do,
and they provided more income than had been possible on South Carolina farn1s.
The heavy dependence upon textiles made South Carolina vulnerable to economic
cycles that affected the textile and apparel industry, and the state suffered from periodic
recessions. The most severe of these recessions occurred in 1973-74 when OPEC instituted
an embargo on petroleum shipments. While the non-textile parts of the South Carolina
economy soon recovered from that recession, the effects lingered on in the textile industry.
A strategy of attracting industry by selling low-cost labor became increasingly untenable as
advances in communications and transportation technology made it feasible for American
industry to develop branch plants offshore where labor was available at costs much below
those in South Carolina. In response to increasing competition from lower priced foreign
imports, the textiles and apparel industry began a massive program of retooling to improve
efficiency and reduce cost. This retooling involved substitution of capital for labor. As a
result of both import penetration and its induced effects on plant moder11iz8.tion, the 1970's
was a period when textile and apparel employment declined in South Carolina.
The feeling began to grow in the 1980's that South Carolina had exhausted its
potential for growth based on investments in manufacturing. The postwar economy was
evolving as the nations of Europe regained their economic muscle and Japan emerged as a
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world economic power.

The pursuit of profit from greater world trade had become the

driving force that South Carolina would need to harness. Viewed on a global scale, there are
many places where unskilled, low-cost labor is available in even greater supplies than in
South Carolina.

It seemed reasonable to conclude that South Carolina would have

difficulty competing if it remained in the low-cost labor pool.

Escaping from this trap

meant a large and sustained investment in human capital to upgrade the labor pool, but
that would take time, and there was cause for worry over how South Carolina could
purchase that time without economic distress.

Recent Trends in Income and Employ ■ 11ent
Despite the structural problems faced by the South Carolina economy in the 1970's
and 1980's, the South Carolina economy has continued to grow at faster rates than the
national economy. The story of this impressive growth is told in the numbers presented in
Tables 1-4.
Table 1 shows the sources of personal income in South Carolina in 1969 and 1987 (the
latest year for which such data are available). Consistent with the discussion above, the
data in Table 1 show that about 72 percent of personal income in South Carolina in 1969
was accounted for by salaries and wages. By far the largest part of those salaries and
wages -- almost 30 percent of all personal income -- was earned in manufacturing. About 10
percent of all personal income was received as salaries and wages by workers in service
industries, and an equal share was received as earaijags by proprietors.

Roughly one

quarter of proprietors' income was accounted for by the ear1ijngs of farm operators.
Although salaries and wages remainP.d the largest source of income in South Carolina
in 1987, the relative importance of salaries and wages has declined significantly. In 1987,
about 63 percent of all personal income came from salaries and wages, and the portion of
income arising from manufacturing salaries and wages had declined to about 21 percent.
These declines are offset by rather dramatic increases in the percentage of income arising
from passive sources -- dividends, interest and rent, and transfer payments -- and by
smaller, but sig1iificant, increases in the percentage of income arising from salaries and
wages earned in the services and state and local government sectors.
Table 2 shows that in all but one case personal income in South Carolina grew faster
during the period 1969-1987 than in the nation as a whole. The single exception is farm
income, for which the rate of growth was only about one-third of that realized in farm
income nationally. Overall, personal income rose in nominal tern1s at a rate 1.22 times
faster than achieved nationwide.
21

Table 1
Personal Income, by S011rce In South Carolina 1969 and 1987
Total ($1,000)
Source

1987

1969

Percentage
1969

1987

8. 75%

13.19%

$625,300

$5,409.478

631,078

6,325,160

8.83

15.35

5,120,619

25,810,891

71.68

62.64

200,210

174,541

2.80

0.42

Agr Srvc., Forestry, Fish, & Other

27,730

147,753

0.39

0.36

Mining

12, 732

62,096

0.18

0.15

379,020

2,138,109

5.31

5.19

2,098,173

8,606,472

29.37

20.89

Transportation & Utilities

286,630

1,845,777

4.01

4.48

Wholesale Trade

251,194

1,389,901

3.52

3.37

Retail Trade

603, 725

3,137,964

8.45

7.62

Finance, Insurance & Real Estate

215,419

1,381,863

3.02

3.35

Services

728,969

5,307,472

10.10

12.88

Federal Gover1iment
Civilian
Military

277,437
428,554

1,033,541
1,435,989

3.88
6.00

2.51
3.49

State & Local Government

532,998

3,930,455

7.97

9.54

Other Labor Income

237,777

2,231,210

3.33

5.44

Proprietors'Income
Farm
NonFarm

684,395
150,115
534,280

2,697,109
242,144
2,454,965

9.58
2.10
7.48

6.55
0.59
5.96

$7,143,844

$41,204,465

100.00%

100.00%

Dividends, Interest & Rent
Tranl'lfers Payments
Wages & Salaries
Farm

Construction
Manufacturing

Total Personal Income

Source: U.S. Department of Commerce, Bureau of Economic Analysis.
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Table 2
Income Growth South Carolina and U.S. By Source, 1969-1987

u. s.
Source

Increase (%)

South Carolina
Increase (%)

S.C. Increase/
U.S. Increase

Dividends, Interest & Rent

523.3

765.1

1.46

Transfer Payments

668.8

902.2

1.34

Wages & Salaries

337.0

404.0

1.20

By Sector:
NonFarm
Farm

391.0
174.3

476.7
60.7

1.23
0.35

Agriculture Services, Forestry,
Fish & Other

419.4

432.8

1.03

Mining

371.8

387.7

1.04

Construction

341.9

464.1

1.36

Manufacturing

223.9

310.1

1.38

Transportation & Utilities

336.5

543.9

1.62

Wholesale Trade

374.6

453.3

1.35

Retail Trade

295.3

419.7

1.42

Finance, Insurance, & Real Estate

4 73.3

541.4

1.14

Services

590.8

628.0

1.06

Federal Gover,,ment
Civilian
Military

24 7.3
194.6

272.5
235.0

1.10
1.21

State & Local Government

399.8

637.4

1~60

Other Labor Income

631.0

838.3

1.33

Proprietor's Income

.=!2~93~•,.i.!6"----------'2!::!.l9"-'4i!a!..O~------..o!::l~
.O=O

Total Personal Income

391.0

4 76. 7

1.22

Source: Calculated from unpublished data, U.S. Department of Commerce, Bureau of Economic Analysis.
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Particularly rapid relative growth in income within South Carolina can be observed
as a result of higher salaries and wages in transportation and public utilities, state and
local goverrimP.nt, and wholesale trade, in dividends, interest and rent, and in transfer pay
ments. The latter two sources of growth are closely associated with movement of retirees to
South Carolina, particularly to the coastal areas and the foothills of the Blue Ridge.
Tables 3 and 4 provide similar info1·mation focused on changes in the employment
structure of the South Carolina economy.

Table 3 shows a continuing a decline (both

absolute and relative) in farn1 employment, as well as a decline in the number of farm
proprietors. Consistent with the decline in the percentage of personal income arising from
manufacturing, the period 1969-87 also saw a decline in the percentage of employment
accounted for by manufacturing from about 30 percent to about 22 percent. A smaller but
sigr,jficant decline in the share of total employment accounted for by the military is also
observable. The relative share of employment in services, wholesale and. retail trade, and
state and local government increased to offset the decline in the share accounted for by
manufacturing and the military.

There was also a notable increase in the share of

employment represented by nonfarm proprietors.
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Table 3
Employment, by Source In South Carolina 1969 and 1987
Total
1969

1987

73,151
1,086,658

39,831
1,722,683

Agriculture Service, Forestry,
Fish, & Other

5,639

Mining

Sector
Employees:
Farm
NonFarm

Percentage
1987
1969
6.31%
93.69

2.26%
97.74

14,364

0.49

0.81

1,764

2,011

0.15

0.11

62,514

114,131

5.39

6.48

346,925

381,319

29.91

21.63

Transportation & Utilities

38,629

65,743

3.33

3.73

Wholesale Trade

32,278

61,825

2.78

3.51

127,986

291,765

11.04

16.55

35,185

102,666

3.03

5.82

Services

187,279

342,704

16.15

19.44

Federal Goverr,rnent
Civilian
Military

35,513
100,852

38,564
95,015

3.06
8.70

2.19
5.39

State & Local Government

112,094

212,571

9.66

12.06

41,331
84,533

27,280
198,303

3.61
7.29

1.55
11.25

1,159,809

1,762,514

Construction
Manufacturing

Retail Trade
Finance, Insurance, & Real Est

Proprietors:
Farm
NonFarm
Total Employment

Source: U.S. Departm.,nt of Commerce, Bureau of Economic Analysis.

'
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100.00%

100.00%

Rares of growth in employment by sector in the national and South Carolina
economies in the period 1969-1987 are presenred for comparison in Table 4.

Overall,

employment in South Carolina grew at 1.17 times the national rate in this time period.
Three sectors showed declines in employment both nationwide and in South Carolina -
farm proprietors, farm workers, and military. In the farn1 sectors, employment declined in
•

South Carolina at a rate that was greater than twice that in the national farm economy, but ·
the decline in military employment in South Carolina was slower than that experienced
nationally. The most notable difference between the national and South Carolina economies
concerns manufacturing: there was an absolute decline nationally in manufacturing
employment, but a small increase in manufacturing employment within the state.
Table 4 shows that the state outperformed the national economy in employment
growth most notably in three sectors: transportation and public utilities, retail trade, and
stare and local government. In all three of these cases, South Carolina employment grew
more than twice as fast as nationwide. Two sectors in South Carolina, mining and services,
displayed positive employment growth, but grew at slower rates than nationwide.
The latter is particularly interesting because reference to Table 2 shows that income
from services grew fast.er than the national average in South Carolina during the 1969-

1987 period.
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Table 4
Employ ■■ient Growth U.S. and South Carolina By Sector 1969-1987

U.S. ChangP.

S.C. Change

S.C. Change/
U.S. ChangP.

Farm Proprietors

-16.3%

-34.7%

-2.13

Non-Farn1 Proprietors

120.6

134.5

1.12

Farm Workers

-16.9

-45.5

-2.69

Agriculture, Forestry, & Fish Services

147.1

154.7

1.05

Mining

38.9

14.0

0.36

Construction

55.4

82.4

1.49

Manufacturing

-4.7

9.9

3.11

Transportation & Utilities

27.9

70.1

2.51

Wholesale Trade

53.6

91.5

1.71

Retail Trade

58.6

127.9

2.18

Finance, Insurance & Real Estate

203.4

191.7

0.94

Services

106.6

82.9

0.78

Federal Government Civilian
Military

7.7
-17.0

8.5
-5.7

1.10
-0.34

State & Local Government

44.1

2.03

Total Employment

44.5

89.6
51.9

Sector

Source: Calculated from unpublished data, U.S. Department of Commerce, Bureau of Economic Analysis.
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1.17

With slower than the national average growth in service employment and faster
than the national average growth in service sector income, there is a strong implication
that, on average, the service sector jobs added in South Carolina tend to be relatively higher
paying service jobs than elsewhere.

Implications of Struct1Jral Change
During the past twenty years, employment and per capita income in South Carolina
have grown faster than the national average. The income and employment trends in South
Carolina during the period 1969-1987 suggest that the state is successfully navigating the
transition in its economic structure from that of a relatively narrow base in textile
manufacturing to a more diversified and broader base in manufacturing and services.
While agriculture continues to play an important role in the economies of many South
Carolina communities, it has ceased to be of major sig,iificance in the economy statewide.
Sig,iificant growth in the trade and service sectors reflects a growing tourist
industry centered on the Atlantic beach resorts and the historic city of Charleston. Related
to, but distinct from, the growth in tourism, has been dramatic growth in retirement
related economic activities, as reflected in the substantial growth in percentage of personal
income in South Carolina arising from dividends, interest and rent and from tranRfer
payments.

Military bases, while still important to the economic health of some South

Carolina communities, account for only about half the relative share of income in South
Carolina as twenty years ago.
Because, as it enters the 1990's, the South Carolina economy is more diversified
than at any time in the state's history, it is perhaps correct to conclude that South Carolina
is less vulnerable to economic cycles than in the past.

Yet it would not be correct to

conclude that the state is immune to the effects of economic cycles. The manufacturing
sector remains the largest single component of the South Carolina economy and is subject
to adverse impacts of currency fluctuations and interest rate increases that affect the
overall health of the national and global economies. Particular manufacturing sectors are
also subject to cycles associated with inventory adjustments.

Moreover, the growing

dependence upon dividends, interests and rents as a source of personal income makes
income levels in the state sensitive to macroeconomic policies. General downturns in the
'

national economy will continue to have adverse effects on the level of income and business
activity in South Carolina. Of particular sig,iificance to the South Carolina economy are:
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(1) future national policy affecting tobacco and (2) future national policies affecting
international trade.
While, as noted above, agriculture no longer is a major force in the South Carolina
economy as a whole, it remains an important element of the economies of parts of the state.
The Pee Dee section of northeastern South Carolina is particularly dependent upon tobacco
production. The decline in tobacco use and selective sales taxes on tobacco products in the
United States has not had serious adverse impacts on the profitability of tobacco production
because of federal supply control programs and the aggressive marketing of American-made
tobacco products overseas.

But, as concern over the effects of tobacco use on health

continue to grow, both the federal governrn.ent's supply control program and the exporting
of tobacco products may come under intense political pressure in the 1990's. Should the
federal government move to discontinue the tobacco program or restrict exports of tobacco,
the economy of the Pee Dee section of South Carolina would encounter substantial
adjustment problems that have statewide implications.
In addition, much of the rem9ining manufacturing in South Carolina, particularly in
rural counties, remains vulnerable to import penetration by foreign competitors. A high
exchange rate on the American dollar that increases the overseas price of South Carolina
made products and reduces the price in domestic markets of foreign goods has serious
adverse effects on the South Carolina economy. Changes in the international political and
economic situation could intensify the competitive pressures on some South Carolina
manufacturers and cause income and employment problems in the state.
Assuming that any policy changes affecting tobacco production and international
trade can be achieved in an orderly and gradual way, and that the national economy
remains healthy, the prospects seem promising that the South Carolina economy will
continue to grow throughout the 1990's at a rate in excess of national economic growth.
The trends observed in the period 1969-1987 can be expected to continue throughout the
1990's.

These trends suggest a declining relative role for manufacturing, particularly

textile and apparel manufacturing, while, at the same time, there occurs increasing
diversification of manufacturing within the state.
'

Demographic Changes
The most sig1iificant growth in the state's economy in the 1990's is likely to be
associated with the changing demography of the United States as the population ages and
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more and more Americans are able to seek out comfortable, pleasant communities for
retirement. The trends of the 1969-1987 period indicate that South Carolina enjoys some
comparative competitive advantage in attracting this growing population of retirees who
can fuel growth in the trade and service sectors with income realized from dividends,
interest and rent, and from tran8fer payments. In summary, it does not seem unreasonable
to expect that by the end of the 1990's the tourism and retirement related sectors will be
challenging manufacturing as the largest component of the South Carolina economy.

Demographic Change: Population Growth
In 1987, the population of South Carolina was estimated to be 3.4 million, and the
state ranked 24th among the fifty states in total population. During the period 1980-1987,
the state's population was estimated to have increased by 9.7 percent, making South
Carolina the 15th most rapidly growing state in the union.

3

Mean population density in the

state in 1987 was estimated to be 113 persons per square mile, with the state ranking 20th
among the states in population density.

AB noted above, South Carolina has become a destination for retirees moving in from
other states in recent years. In addition, the relatively rapid growth of the South Carolina
economy has made the state something of a magnet for persons still in the workforce
looking for economic opportunity. Consequently, net total migration into South Carolina
has been positive in both the 1970's and 1980's.

An estimated 97,000 more persons

migrated into South Carolina than left in the period, 1969-1987, and the state ranked 12th
4
am.ong the states in number of net in-migrants.
The 1990 Census is expected to show that South Carolina has a total population of
3,598,000, of which about 60 percent will reside in the eleven metropolitan (Statistical
Metropolitan Area-SMA) counties. During the decade of the 1990's, the state's population
is expected to grow by 16 percent, reaching 4,175,500 by 2000. The eleven SMA counties
are expected to grow at about the same rate as the state as a whole, and will continue to
contain about 60 percent of the state's population as South Carolina enters the new
century.
Table 5 presents estimated population in South Carolina, by county, in 1990 and
2000.

Eight counties are expected to experience population growth greater than the

statewide average in the 1990's. They are, in order of rate of growth, Dorchester (48.7%),
Beaufort (44.3%), Berkeley (41.4%), Horry (42.1%), Lexington (31.1%), Georgetown (22.5%),
Jasper (19.1%), and York (16.6%). It is worth noting that six of these eight counties are
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located along the coast. The remf!ining two are suburban counties -- Lexington is a part of
the Columbia SMA and York a part of the Charlotte (NC) SMA. Hence, the net result of the
expected population growth during the 1990's is a shift of population to the coast and the
suburbs with some reduction in the percentage of the population in the upper Piedmont.
These expected changes in population distribution have political ramifications as a
result of the impact they will have on apportionment of the General Assembly and the
alig,iment of Congressional districts in the 1990's. The very rapid rates of growth in the
eight most rapidly growing counties will also place intense pressures on local governments.
Those pressures can be expected to be most intense in those coastal counties that are, or
were a few years ago, rural and agricultural in orientation. Since in-migration, particularly
retirees, account for much of the growth in these counties, much of the population growth
will consist of persons who are elderly, who have substantial amounts of leisure time, and
who come from a variety of backgrounds and lack familiarity with local social and political
institutions and customs.
As in the U.S. as a whole, the population of South Carolina is aging.

Figure 1

presents three population pyramids for South Carolina that illustrate the changing age
distribution of the population during the twentieth century.

•

'
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Table 5
Estir11ated Population, by County, South Carolina 1990and 2000

Co11nty
Abbeville

2000 Population
26,900

1990 Population
25,100

% Change
7.1

125,200

140,300

12.0

Allendale

11,600

12,200

5.1

Anderson

151,200

167,600

10.8

Bamberg

18,600

19,100

2.6

Barnwell

21,900

24,600

12.3

Beaufort

104,900

151,400

44.3

Berkeley

146,000

206,500

41.4

Calhoun

13,000

13,800

6.1

300,000

324,600

8.2

Cherokee

44,200

48,400

9.5

Chester

31,500

31,600

0.3

Chesterfield

40,100

41,200

2.7

Clarendon

31,100

34,700

11.5

Colleton

36,800

41,900

13.8

Darlington

66,300

68,400

3.1

Dillon

34,900

39,200

12.3

Dorchester

92,900

138,200

48.7

Edgefield

20,600

23,800

15.5

Fairfield

21,800

23,100

5.9

Florence

126,900

140,500

10.7

53,100

65,100

22.5

Greenville

319,700

343,000

7.2

Greenwood

63,600

69,200

8.8

Hampton

20,000

21,400

7.0

Horry

158,800

225,800

42.1

Jasper

17,200

20,500

19.1

Kershaw

45,600

52,400

14.9

J,ancaster

58,300

62,900

7.8

55,300

57,300

3.6

Aiken

Charleston

Georgetown

'

Laurens
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Table 5
Estiar1J1ted Population, by County, South Carolina 1990and 2000

1990 Population

2000 Population

%Change

19,400

19,700

1.5

162,600

213,300

31.1

7.800

7,800

0.0

Marion

35,600

36,400

2.2

Malboro

34,200

36,500

6.7

Newberry

33,100

34,700

4.8

Oconee

56,400

63,800

13.1

Orangeburg

91,300

98,400

7.7

Pickens

93,400

104,300

11.6

Richland

298,400

327,300

9.6

Saluda

17,700

19,100

7.9

Spartanburg

219,800

237,300

7.9

Sumter

100,600

111,700

11.0

Union

31,700

32,100

1.2

Williarn1=1burg

41,600

45,700

9.8

130,500
3,598,300

152,200

16.6

4,175,500

16.0

County
Lee

•

Lexington
McCormick

York
State

Source: E. L. McLean, C. Withington and J. B. London. Forecasts of Population for Soµth Carolina's
Census Qo11nty Divisions Tbt9Yih the Year 2015. S.C. Sea Grant Consorti11m, Charleston,
1989. These estimates represent the highest of three estimates; those made by the Division of
Research and Statistical Services, those from the Bureau of the Census, and those used by
local planners in each county.
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Figure 1

POPULATION OF SOUTH CAROLINA BY AGE AND SEX
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In the upper left hand corner of Figure 1 is the population pyramid for 1900. The
pyramid has a broad base, since about 54 percent of the population was under 20 years of
age. The peak of the pyramid is almost a spire, reflecting the fact that only about 2 percent
of the population was over 65 years of age.
The lower right hand corner of Figure 1 shows the projected population pyramid for
South Carolina in 2000. The change during the century has been dramatic. By the year
2000, the estimates indicate that only about 27 percent of South Carolina's population will
be under 20, and more than 12 percent will be over 65 years of age. In 2000, well over half
of the state's population will be of working age.
This major demographic change has important implications for the South Carolina
economy and for public finance. The first of these implications is that the largest segment
in the population will be in their late thirties and early forties, or near the peak of their
productive work lives. While the number of young adults seeking entry to the labor force
will remain substantial, there could be a seller's market for labor at the entry level.
Second, the in-state market for youth-oriented products and services will be declining and
the market for products and services oriented toward the elderly will be growing. And
finally, South Carolina will have the largest percentage of its population earning and
paymg taxes at any time in more than a century (and perhaps more than at any time for
several decades to come). This latter fact should ease some of the population-based
pressures on public education and corrections costs and, perhaps, free some state resources
to address other needs.
All in all, the demographic projections offer positive implications. But there is at
least one dark cloud on the demographic horizon. As the baby-boomers causing the middle
age bulge in the population pyramid continue to age, the population pyr8roid for South
Carolina in the early decades of the twenty-fITst century will be inverted. Constraints on
labor supply could become a factor in the state's economy early in the next century at a time
when a growing elderly population represents a potential demand on state-subsidized
health care services.

Implications for the Revenue System
In general, the economic and demographic trends in South Carolina suggest that the
revenues of state and local gover,,ments will continue to grow during the 1990's. If public
revenues fall short of what is needed to satisfy the public service demands of a growing,
aging, and increasingly cosmopolitan population in the state, it is not likely to be because
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the potential tax base is unavailable. State and local gove1·1 1ments in South Carolina should
not lack adequate revenues if: (1) there is flexibility with regard to the mix of tax and other
revenue-raising instruments available and (2) there is political will to deal with small fiscal
problems before they become big ones.
The changing structure of the state's economy and. the changing demographic
structure of the state will create disturbances in tax revenues unless the mix of revenue
raising measures are adjusted from time to time:

*

Income from interest and dividends is harder to track than income from salaries

and wages, and new ways may have to be found to assure that non-salary and wage income
is not unfairly escaping taxation.

*

Taxation of pensions may be a continuing issue as the state struggles to balance

its fiscal needs against the desire to attract desirable elements of the growing retirement
industry.

*

The homestead exemption for the elderly will cost the state treasury more and

more. Since the exemption currently is not means-tested (i.e., based on family income), the
exemption's continuance in its current form will be a potential source of political
controversy with strong revenue implications.

*

More workers per household will mean fewer dependents per income tax return.

This will cause an increase in the effective rate of taxation even if tax schedules are
unchanged.
Yet, even with these disturbances, state gover1iment in South Carolina has the
flexibility to make marginal adjustments in the tax system through modest changes in the
rates of various types of taxes and charges. The state's existing tax structure is fairly
broadly based. Hence, the state government need only monitor changes and make needed
incremental corrections in the tax system as part of the annual budget process. A major
overhaul of the entire state tax structure does not appear necessary on fiscal grounds.
This is not the case with local governments in South Carolina. Counties, cities, and
school districts still are quite limited in the range of revenue sources available and will
have much more difficulty in achieving the flows of revenue needed to fund core public
services essential to the public health and safety and to provide vital infrastructure. The
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experience of the 1970's showed that property tax revenues lagged behind population and
employment growth while the demand for services generally grew coincident with
population and employment. State-shared revenues are handed out to cities and counties
on the basis of a population-based forn1ula tied to the last federal census. Hence, toward
the end of each decade, rapidly growing localities receive less state-shared revenues per
capita than slower growing ones. All this means that if a fiscal squeeze is in the offmg in
South Carolina, it is most likely to be experienced by counties, municipalities, and school
districts, particularly in rapidly growing parts of the state.
Indeed, a strong case can be made that the local gover,,ment revenue system in
South Carolina is still premised upon existence of a predominantly agricultural economy.
At a time when even a plurality of South Carolinians earned their living from farming, it
made sense to establish taxes so that they were borne in rough proportion to the value of
real property (most of which was farm real estate). A taxpayer's income was generally
proportional to the value of the farm real estate he or she owned. So a property tax focused
primarily upon real property distributed the tax burden in rough proportion to ability to
pay. And having the tax payable in one lump sum ann11ally at about the time when crops
had been sold made the tax as easy and convenient to pay as any tax can ever be.
However, now things have changed so that less than 1 percent of the income in the
state comes from farms. A sig,ijficant part of the property tax base is non-income producing
property (i.e., owner-occupied residences) and the taxpayers who live in these residences
receive their incomes in weekly or semiweekly paychecks.

Being required to make a

sizeable property tax payment annually at the end of the year when the Christmas bills are
accumulating causes taxpayers to resist property taxP.s politically, even when the rate of
effective taxation is low compared to other jurisdictions within and outside South Carolina.
In short, social and economic change in South Carolina has made the property tax in its
current form less useful and appropriate in the state's public finance that it once was. Such
an assessment argues strongly for the state to increase the number of revenue tools
available to cities, counties, and school districts.
The amount of revenue forthcoming to South Carolina governments in the 1990's
will depend ultimately upon the effective rate of taxation -- i.e., what percent of the state's
personal income is taken by the public sector. Establishing that rate is a political matter.
But assuming that the effective rate 'of overall taxation (state and local) in South Carolina
remains about constant throughout the decade, aggregate revenues can be expected to grow
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at real rates exceeding the rate of growth in the nation's Gross National Product (GNP).
There is also the strong possibility, however, given the changing demography of South
Carolina, that revenues needed to address vital problems will not grow as fast as essential
budget requirements. There is also a strong possibility of a geographic mismatch between
revenue growth and the demand for services, in which case the fiscal problems will be
exacerbated by the centralized tax system in South Carolina.
The trends observable in the South Carolina economy and the changing
demographic patterns point to a state that will continue to urbanj7.e. Urbanj7;ation brings
demands upon state and local governments that are not felt in rural communities. Failure

to meet those demands often leads to even greater budgetary outlays in the future. Hence,
the principal challenge is not likely to be the result of slow growth in the tax base, but
finding ways to tap that base effectively and fairly.
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Chapter 3: The Intergovernmental Fiscal Fra,nework

Fiscal Federalis•••
State government is a major player in the American scheme of gover,iment. There
are perhaps only a dozen truly federal countries in the world, including the U.S., Canada,
Germany, Australia, and Brazil, that have a middle level of government between central
and local with a separate sphere of sovereignty. Like Canadian provinces and Gerrnan
Laender, the 50 states of the United States have a considerable degree of independence
provided by the U.S. Constitution (Amendment 10: ''The powers not delegated to the United
States by the Constitution, nor prohibited by it to the States, are reserved to the States
respectively, or to the people'').
The fiscal dimension of federalism is the division of responsibilities and revenue
sources between the levels of government, as well as the flows of funds in both directions.
Some of these divisions were established by the Constitution. The Constitution's vision of
federalism resulted from frustrations under the Articles of Confederation and compromises
between advocates of a strong central government and the states' rights forces of some of
the more independent colonies, South Carolina among them. Other assig11ments of duties
have evolved over time from historical circumstances. Still others reflect economic and
political realities.
The federal government is not in a position to administer a property tax, for
example, with all the required on-site inspection for assessment. At the local level, cities
and counties fmd that trying to collect more than the most minimal income tax -- the
mainstay of the federal government -- will quickly drive away desirable residents and
businesses. States have less leeway in tax collecting than the federal government, more
than local governments. On the expenditure side, citizens have firm preferences for some
degree of local control of schools, and their strong and effective resistance to a larger federal
role in public education has put most of that responsibility on the states. Defense is one of
several public activities that only makes sense at the national level, while street lights and
fire protection require local decisions and allow for a variety of service levels.

Assigr1111ent of Functions
,
The assig1iment of responsibility to the various levels of government is fairly clear
for some functions, such as defense, the monetary system, and fire protection.
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Other

functions show considerable overlap. Welfare is one such shared responsibility. In the past,
the federal government has also played a substantial if indirect role in funding higher
education, although this is primarily a state function. Control of hazardous wastes and air
and water pollution must cross state boundaries, requiring states and the federal
goverximent to share these responsibilities. For many public activities, the assie1 1ment of
functions depends on the degree of capturability or spillover of the service.
When speaking of responsibility, one must distinguish between provision of the
service and production of the service. If the benefits of police or fire protection are confmed
largely to a defmed geographic area, it makes sense for those services to be paid for by local
residents. Such capturable functions are usually the responsibility of local goverriments. If
a large city museum or public hospital confers benefits not only on its residents but also on
those of surrounding towns and counties, then perhaps the support for the museum ought
to encompass a broader range of taxpayers. If most graduates of the state colleges and
universities stay in the state, or are children of state residents, then state support is
appropriate for higher education. To the extent that South Carolina's higher education
system creates benefits that spill over to the rest of the nation, or educates large numbers
of nonresidents, then perhaps there should be an appropriate share of external funding for
that activity.

Higher out-of-state tuition and federal aid to higher education are two

methods for capturing such spillovers.

Intergover11111ental Flows of Funds
When a higher level of government is called on to provide support for activities
generating spillovers, the most likely fo1·n1 for such support to take is intergovernmental
grants. Sometimes the support is general in nature, to be used as the receiving goverriment
deems appropriate (as is the case with many of South Carolina's state-shared revenues).
More often the grant is earmarked for provision of a particular service. Intergovernmental
grants are not the only way for a higher level of goverximent to ensure or encourage the
provision of particular services or expansion of those services. One option is for the higher
level of goverx 1mP.nt to assume direct responsibility for providing some part of the service.
The South Carolina Highway Department gradually assuming responsibility for
maintaining many formerly county roads is an alternative to
county highway departments.

higher state support for

While a large part of state and local government spending is for public goods and
services, much of the federal budget is devoted to redistribution through taxes and transfer
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payments. Much of that federal redistribution goes directly to individuals in the forn1 of
income security payments (welfare, food stamps, veterans' benefits, etc.) or Social Security
benefits. Another (decreasing) share goes to state and local goveriiments to support specific
programs. General Revenue Sharing had a brief and controversial life for about ten years as
a way of collecting revenue at the federal level and spending it at the state and local level
with relatively few strings attached.
In providing support for local public services, either directly or indirectly, both the
federal government and state goverriments often have fiscal equalization as a secondary
objective. Fiscal equalization can take place either from rich states to poor states or from
richer to poorer areas within states. In either case, fiscal equalization means collecting
more revenues from and/or providing fewer payments or services to wealthier areas than to
poorer areas. Prior to federal tax reform in 1986, a larger share of federal revenue was
derived from higher income states. To the extent that the benefits of federal activities were
shared evenly among states, this pattern led to some modest amount of redistribution from
rich states to poor states. Fiscal equalization in states is more likely to be on the
expenditure or state-shared revenue side of the ledger since state taxes are generally much
less progressive. In many states, including South Carolina, the largest component of fiscal
equalization is state funding of a major share of public education costs with a formula
favoring districts with limited tax bases.
While federal to state and federal to local funds have declined, state shared revenues
continue to be an important if not always dependable source of revenue for local govern
ments in South Carolina. Federal revenues, expenditures, and grants are considered in
this chapter. State-shared revenues in South Carolina are discussed in Chapters 5 and 7.

Division of Revenue Sot1rces
The final aspect of fiscal federalism that is important for our purposes is the division
of revenue sources. The Constitution was initially quite restrictive in the kinds of taxes the
federal gover11ment could levy. Until the War between the States, land sales and tariffs
were the major federal revenue sources, along with some excise taxes. State and local
governments relied heavily on property taxes and business occupation taxes, a precursor of
the general sales tax. With the passage of the 16th amendment in 1913, the federal income
tax came into being. Personal and corporate income taxes and Social Security payroll taxes
today are the major federal revenue sources, accounting for 93 percent of federal tax
revenues. With the federal gover·r iment heavily invested in income taxes, states have for
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the most part limited their use of the income tax, often using a ''piggyback tax'' closely
linked to the federal tax at much lower rates. Forty states have income taxes, as do a
number of localities in eleven states.
The main1=1tay of state revenues has been the general sales tax, used in 45 states and
the District of Columbia, which acco11nts for 19 percent of all state revenues and 26 percent
of state own-source revenues. Close behind is the state individual income tax (17 percent of
all revenues and 22 percent of tax revenues). A variety of smaller taxes, user charges, state
corporate income taxes, and state property taxes, as well as intergovernm~ntal revenues,
round out the revenue picture.
South Carolina's heayY dependence on general sales taxes and individual income
taxes is a typical state revenue pattern. Local gove.r11ments across the nation, as in South
Carolina, rely primarily on the property tax, which averages 28 percent of all local
revenues, 4 7 percent of all own source local revenues, and 74 percent of local tax revenues.
Local governm.ents also are more likely than the state and federal governments to charge
for their services. User charges acco11nted for 22 percent of own source revenues for local
gover1iments, compared to 10 percent for states and 13 percent for the federal gover11ment.
If capturability is the litmus test for assig11ing responsibilities to levels of
gover,iment, ''escapability'' is probably the most important criterion for the assig,iment of
revenue sources. If a local or state government imposes a tax, how easy is it for taxpayers
to adjust their patter11s of behavior to avoid the tax? Will the tax drive away desirable

residents, shift sales outside the jurisdiction, or discourage business location within the
taxed areas? States and local governments are constrained in both the types of taxes they
can leyY and the intensity with which these taxes can be used because the lower levels of
gover,iment in a federal system find themselves in a highly competitive situation.
While few Americans would leave the country because of higher income taxes, they
might be willing to move across the state or county line, or might choose to work in a
neighboring state or city for that reason. Thus, while states can use income taxes, they are
forced to use them in a more limited way for fear of driving out their higher income
residents or driving away potential business establishments. Cities are even more con
strained. Local income taxes are much less common than local sales taxes and are
'
1
generally used only by very large cities.
'
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The property tax became a local tax not only for historic reasons -- local and state
property t.axes were already in place at the time of the Constitution -- but also because it is
harder to escape and more closely linked to benefits received. Property owners can move
out of town to avoid the property tax, but their real property c~nnot move with them. In
addition, many of the services financed with the property tax -- local roads, fire protection,
police protection, and street lights -- can be construed as benefiting property owners. Local
residents are buying a tax and service package with the property tax in a more concrete and
visible way than with other taxes. Even where property taxes are used to finance the public
schools, as they are in South Carolina and many states, there is a clear link between taxes
paid and services received for families with children. Living in a good school district may
enhance the resale value of a house more than higher property taxes detract, and even
childless families may elect to live in a good school district to protect the market value of
their property.
Located in the middle of the federal structure, states have moved toward a mixed
bag of revenue sources, with sales taxes at the top of the list in both number using and
'

share of revenues. Except for border areas and mail order sales (discussed in Chapter 6),
states can impose sales taxes without significantly eroding the tax base or driving away
desirable residents and firms. The fact that 45 other states use the tax means that citizens
and. retailers have little choice of locations where they can escape the tax. Since retailers
have to be accessible to customers, the tax would have to be very burdensome to
significantly erode the commercial foundations of the tax. Sales taxes also offer an
opportunity for tourist states such as South Carolina to ''export'' part of the tax to residents
of other states.
This general pattern has held firm since the Great Depression for the federal
gove1·1,u1ent and state goverr,rnents, except for a gradual shift toward greater reliance on
income taxes at the state level. For local governments, while the property tax has remained
the mainstay, there has been substantial growth of local sales taxes in the last 40 years, a
movement that South Carolina has just taken the first steps to join.

Role of the Federal Gover1111'A~nt in South Carolina
Because the actions of the federal governm.ent have an important impact on the
revenues and responsibilities of state and local goverr,ment, no study of any state's
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revenues can be undertaken without reference to the budgetary activities of the federal
government.

The federal gove.r,,ment interacts with the fmances of state and. local

gover,,ments in South Carolina in several important ways. One measure of federal impact
is the overall flow of funds -- federal revenue originating in South Carolina and federal
expenditures in the state. An important subset of the expenditure side of the ledger is
intergovernmental revenue, or grants to state and local gover,,ments.

These revenues

represent important, but highly uncertain, resources beyond own-source revenues for the
state and its political subdivisions.

Federal Expendit1Jres in and Revenues from South Carolina
The flow of federal expenditures consists of a variety of items, including grants to
state and local goverr,ments, salaries and wages of federal employees, direct payments to
individuals, procurement (purchases of goods and services on federal gover,,ment acco11nt),
and other. Table 1 shows the level of these flows for South Carolina in absolute terms as
well as state's share of the total and the per capita amounts in fiscal year 1988.
The only category in which the state exceeds the national average in per capita
federal expenditures is in salaries and wages. In every other category, the state falls below
the average. In the case of direct payments to individuals, the difference can be accounted
for at least partly by a lower average wage base for Social Security benefits.

Lower

procurement expenditures reflect few defense industries in the state compared to the
Northeast and the West Coast.
Because all the data except for the next-to-last column reflect 1989 expenditures,
they conceal some important trends in federal spending in the 1980's.

The biggest

increases in federal spending in the 1980's were in direct payments to individuals and in
procurement, particularly military procurement. The category labeled ''Grants to State and
Local Gover,,ments'' has declined in inflation-adjusted terros, as a share of the federal
budget, and as a share of state and local revenues. This category is the one with the most
sig,,jficant impact on the fiscal situation of state and local governments.
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Table 1
Flow of Federal Funds, 1989
United States
South Carolina
Total
Per Capita
Total
Per Capita
(in millions)
(in millions)
$905,051

$3,682

$11,982

$3,453

Grants to State
and Local Govts.

117,740

479

1,454

Salaries/Wages

141,829

577

Direct Payments
to Individuals

448,838

Procurement

Total

South Carolina
Share Share
1981
1988
1.2%

1.3%

419

1.1

1.2

2,533

730

2.0

1.8

1,826

5,632

1,623

1.2

1.3

159,281

648

2,151

620

0.8

1.4

37,116

151

212

61

0.7

0.6

Other

Source: U.S. Advisory Commission on Intergovernmental Relations, Significant Feattires of Fiscal FederaliRrn,
1990, Volume II; U.S. Depa1tment ofCommArce, Bureau of the Census. Federal E:x;penditures by State
for Fiscal Year 1982.

While federal expenditures in the state fall below the national average, state
residents also pay less than average amounts of federal income tax. In 1987-89, South
Carolinians contributed an average of $8,827 million each year in federal taxes, or $2,273
per capita. South Carolina accounted for 1.03 percent of federal tax revenues. If federal
taxes are subtracted from federal expenditures within each state, South Carolina is a
''receiving state'' to the tune of $2.3 billion or $655 per capita, ranking 35th out of the 50
states. While federal spending in the state is relatively low, federal taxes paid by South
Carolinians are even lower compared to other states because of low per capita income.

2

Intergover ■ 1 ■11ental

Revenues
Federal grants are categorized in the federal flows of funds accounts by the

originating cabinet department. The largest single group of grants flowing to South
Carolina in 1989 originated in the Department of Health and. Human Services, with a total
of $627 million. Other major grants came from the Departments of Transportation ($220
million), Agriculture ($172 million), Education ($160 million), and Housing and Urban
Development ($135 million).

3
'

From 1980 to 1988, federal grants to state and local goverr,ments increased in
nominal terms from $90.8 billion to $114.6 billion, an increase of only 12.6 percent in eight
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years. This increase is considerably smaller than the inflation rate for the same period; the
GNP price deflator for the state and local sector rose about 65 percent during the same
period, so that in real terms the value of federal grants declined by about 40 percent. The
chief casualty was federal Revenue Sharing, followed by housing grants. The number of
categorical programs fell from 534 in January 1981 to 478 in 1989, while the number of
block grants increased from 4 in 1981 to 14 in 1989. Thus, reduced funding has been
accompanied by somewhat greater flexibility in the use of grant funds. Table 2 provides an
overview of changes in federal grants overall and specifically in South Carolina.
The largest share of these funds goes to the state. In 1986, about 18 percent of total
federal grants went to local governm~nts directly. In South Carolina, $177 million of the
total of $1,305 million, or 14 percent, went to local gove1·riments. The smaller share for
South Carolina local goverriments reflects the absence of large cities, which receive a
disproportionate share of federal aid to local goverriJOents. The 18 percent local share in
1986 represented a sigrijficant drop from earlier periods; for example, in 1981, 24 percent of
federal aid went directly to local governments.

Part of the shift has been due to the

termination of General Revenue Sharing (GRS). In 1981, the last full year of both state and
local General Revenue Sharing, 89 percent of South Carolina's GRS funds went directly to
local governments.

Table 2
Federal Grants to State and Local Gover111a1ents 1981-1988

Year
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990

To All States
As%of
Total
State-Local
($ bil)
Revenues
$94.8
24.7%
88.2
21.6
92.5
21.3
97.6
20.9
105.9
20.9
112.4
20.3
108.4
18.3
115.3
18.2
121.8
NA
133.8
NA

As%of
GNP
3.2
2.8
2.8
2.6
2.7
2.7
2.4
2.4
2.4
2.4

To South Carolina
As%of
Total
State-Local
($ mil)
Revenues
$1,009
1,042
1,112
23.2%
1,169
19.3%
1,324
19.6%
1,322
19.3%
1,357
17.8%
1,477
18.0%
NA
NA
NA
NA

Sources: U.S. Advisory CommiRsion on Intergovernmental Relations, Significant Features of Fiscal Federalism,
1989, VoJ11.m0 I~ U.S. Depat~ent of Commerce, Bureau of the Census, Federal Expenditures by
State for Fiscal Jar l98x <.vanous years); and Government Finances, various years.
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The State-Local Relationship

e

e

While states have a degree of sovereignty independent of the federal government,

f

local govertiments are creatures of the state. The state's role begins at the creation point.

r

Most states have counties (a few have only townships, and Louisiana has parishes); their

I

boundaries and operating regulations are set by the state. The criteria for incorporation of
cities and towns and the issuance of city charters is also a state role. Home rule cities exist
in a number of states, with a substantial degree of autonomy from the state, but there is no

provision for a home rule charter in South Carolina. Counties have acquired some degree of
autonomy from the legislature more recently than municipalities, and still enjoy less
freedom in most cases.
Finally, states vary widely on the rules gover1iing creation of special purpose
districts and the taxing powers and service functions they are grant.ed. In South Carolina,
special purpose districts include the 91 school districts as well as a number of water and/or
sewer districts, fire districts, and other special districts providing a particular local public
service or services to a defined area. While some counties have multiple school districts,
the districts, in most cases, do not cross county lines.
School districts are generally under some degree of state control, and public
education always receives some share of state funding. The two tend to go hand in hand.,
with state control and funding at minimal levels in some states, such as Connecticut, and
virtually total state control and funding in others, such as Hawaii. The structure of school
boards in South Carolina (the number of members and the division of seats into districts
and/or at large) is established at the state level for each county.

4

A final option for providing local services in South Carolina is the local special tax
district, which is created by the county to provide certain local municipal-type services in a
designated area of the county. The special tax district may be single purpose or
multipurpose. The additional services provided over and above those the county provides
for all residents are financed by an additional county tax levied only in the special tax
district.

Potentially, a multipurpose special tax district could be quite similar to a

m11nicipality, but would lack both access to state-shared revenues and ordinance-making
authority.
'
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The single-purpose tax district is most likely to provide either water or fire
protection. A multipurpose tax district is best suited to a transitional area not yet dense
enough to incorporate into a city. Since special tax districts are creatures of the county, the
state has little interest in what they do as long as they do not attempt to exercise powers
reserved to cities and special purpose districts. In general, other special purpose districts
(such as water and sewer districts) are governed by locally elected officials with
considerable autonomy, but few have the power to tax in South Carolina.
The Fiscal Di111ension

Fiscally, most states specify the kinds of taxes that local gover1iments can use (and
perhaps participate in their administration); delineate a range of functions that various
types of local goverriments can perform, including some that are mandated and others that
are optional; and put some kind of constraints on their bonded indebtedness.
South Carolina offers a relatively limited degree of autonomy in fiscal and other
matters to general purpose local goverriments (cities and counties). A measured degree of
home rule was reluctantly granted to counties after the 1970 reapportionment. Prior to
that time, co11nties had been governed by their legislative delegations, or the senator and
representatives from their county. Even the 46 county budgets were passed by the General
Assembly as ''supply bills." When reapportionment resulted in multi-county state senate
districts, and some crossing of co11nty lines in house districts as well, the notion of an
identifiable county delegation was lost.

Counties were given four options for a form of

goverriment, and by the late 1970's the counties were launched on a more autonomous path,
but still with varying legislative constraints.
Even after home rule, the state retained considerable control in a number of ways.
Despite repeated attempts, little progress has been made in allowing local general purpose
goverriments to tap other tax sources besides the property tax_ The accommodations tax in
the early 1980's is ad.ministered by the state and returned to the point of origin. However,
although the tax provided additional local revenue, it was not a local tax in any meaningful
sense because there was no local option on whether to use it or not, and local governments
were constrained in how most of the funds could be used.
A second effort to expand local tax revenue sources began in the mid-1980's with a
bill offering a menu of six alte1·native tax sources. By the time the bill was finally enacted
in early 1990, the six options had been reduced to one, a local sales tax_ Even with this
proposal, which granted more local autonomy than the accommodations tax, there were
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legislative constraints requiring a property tax rollback and sharing from high-revenue to
low-revenue counties (see Chapter 7 for details).
Another form of state control over local fiscal operations is the ceiling on bonded
indebtedness embodied in the Constitution. The constitutional ceiling is 8 percent of the
jurisdiction's assessed property value. Tying the ceilings to the value of taxable property is
something of an anachronism, given the diminishing importance of the property tax as a
local revenue source both nationally and in South Carolina. The ability to service debt is a
function of regular revenues from all sources. When borrowers other than local
governments seek loans, the lender is more concerned about the size and stability of the
borrower's income than a particular class of income-producing assets. While property taxes
remain the principal tax revenue source, local goverr,ments derive considerable revenue
from fees and charges and intergovernmental revenues. The property tax provides only 28
percent of local revenues across the nation and 27 percent in South Carolina. The South
Carolina ACIR has recommended exploring alternative forms of limitation tied to income
rather than to assessed value of property.

5

Currently, however, local governments have

•

been quite creative in evading the ceiling through sale-leaseback and other mechanisms.
Until some city and county governments adopt the local sales tax, the only tax
revenue source over which they have any direct control is still the property tax. (If the
business license is considered a tax, then there are two local tax revenue sources.) Of the
91 school districts in South Carolina, 52 enjoy full or partial autonomy, i.e., they may set
the mill rate that determines their local revenues for the next fiscal year. (This issue is
explored in greater detail in Chapter 7.) All cities and counties are free to set their own
mill rates, although the assessment ratios for various classes of property is established in
the state constitution.

Meas11ring Fiscal Centralization
Centralization of revenues and/or expenditures varies greatly from state to state.
The optimal mix is not clear; the benefits of local choice and accountability must be weighed
against the need for some minimum level of services and the benefits of fiscal equalization
with a larger state role. One way to measure the relative roles of state vs. local
goverr,ments in providing public services to citizens is the percentage of combined state and
local revenue collected by the state. If that share is high, the state is exerting strong control
in one of two ways. The control may be direct, with the state assuming responsibility for
providing services. Alternatively, the state's control may be more indirect, by funding local
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government budgets (city, county, and school district) through state shared revenues. In
1987, 65.3 percent of all state and local revenue was collected by the state in South

Carolina, compared to national average of 34. 7 percent. Only six states ranked higher than
South Carolina in centralization of revenues, which is a strong indicator of the degree of
state control. The state's share has remained relatively constant since 1959, while other
states have become more centralized.

In 1959, South Carolina as a state collected 73

percent of all state-local revenues against a national average of only 48.9 percent. Thus,
fiscally, South Carolina has been and remains a highly centralized state.
A second measure of centralization is the division of funds after transfers, which
reflects both federal and state aid to local gover11ments. This measure considerably reduces
centralization in both South Carolina and the nation. In South Carolina, 52.8 percent of
state-local funds were spent at the state level and 4 7.2 percent at the local level in fiscal
1987. Nationally, the ratio favored local gove,·11ments, 58.8 percent to 41.2 percent.

Another forn1 of state control is through aid to subdivisions, or state-shared
revenues, most of which are apportioned to local gover11ments on a population basis. State
shared revenues constitute an important, if 11nreliable, source of revenue to general purpose
local gover11ments in South Carolina. State aid in South Carolina provided 34.9 percent of
all local revenue in 1987, compared to a national average of 33.3 percent. The category "Aid
to Subdivisions'' (state revenues shared with cities and counties on a formula basis)
acco11nt.ed for 6.5 percent of all state general fund expenditures in that year. About a dozen
taxes are tapped for part or all to be returned to co11nties and municipalities, primarily on a
population basis. The formula for distribution is rarely fully funded, an issue addressed in
more detail in Chapter 7.
The 6.5 percent of the general fund returned to general purpose local gover11ments
does not include expenditures for public (K-12) education, acco11nting for 37 percent of the
state budget, much of which goes directly to local school districts. The funding of a large
share of the cost of public education is probably the most sig,,ificant fact in the entire state
local fiscal relationship in South Carolina. In many other states, a larger share of the cost
of elementary and secondary education falls on locally raised revenues, particularly on the
property tax.
Why is South Carolina so centralized?

The origins of this pattern go back to

Reconstruction and the 1895 Constitution, still in force although much modified in the last
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twenty years. The fact that the state was quite rural, with counties providing a modest
level of local public services to a scattered population, also contributed to centralization.
Control of local affairs, especially county affairs, was centralized in the legislature in the
1895 Constitution and remained highly centralized until changes were forced by
reapportionment in the 1970's. County budgets were passed as state legislation until the
mid-1970's, and the county delegation -- the members of the General Assembly from the
county, headed by its senator -- served as each county's gove1·11jng body. It was only when
reapportionment of the state senate on the basis of population meant that there was no
longer one senator from each county that some degree of county home rule had to be
created.
Thus, fiscal autonomy for counties has only been around for a little more than a
decade.

Prior to that time, the distinction between state and local responsibilities was

blurred, since both entities were run largely by the General Assembly.

State Mandates
A final form of state control over local budgets takes the form of state mandates.
Some state mandates require a local government to provide or perform certain services,
which the state may fund entirely, partially, or not at all.

Others prohibit local

governments from certain activities. A recent study by the South Carolina ACIR identified
608 such mandates.

6

Mandates affect localities unevenly, depending on their population,

income, revenue sources, and competing demands on their resources.
replace locally set priorities with priorities set at the state level.

Mandates often

The state, in turn,

receives mandates from the federal gove:r1110ent, but because the state enjoys a degree of
sovereignty, those mandates are usually accompanied by some degree of financial aid.
Since 1983, legislation that requires expenditures by local governm.ents must be
accompanied by a ''fiscal note'' explaining the impact of the mandate on the revenues and/or
expenditures of the local gover,iment. While this does not provide revenue to pay for
mandates, it should provide a deterrent to excessive use of mandates without considering
the cost. However, adherence to the fiscal note requirement has been sporadic at best.

'
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S11m111sry

AB one of 50 states in a federal system, South Carolina enjoys considerable fiscal
autonomy in both the revenue sources it can tap and the mix of activities it undertakes.
The state is influenced heavily by federal spending, federal use of certain revenue sources,
and federal mandates requiring the state to undertake certain activities. The state in t·urn
exercises a far greater degree of fiscal influence over its local governments (cities, counties,
and school districts), dete1•mjning what revenue sources they use, how much debt they can
incur, what functions they may (or must) carry out, and how much of state funds are spent
for local public education and for aid to subdivisions. South Carolina exercises a much
greater degree of control over its local governments than in most other states.
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Chapter 4: Interstate Fiscal Comparisons
P111pose and Scope
Like the other forty-nine states and. the District of Columbia, South Carolina operates
in an open economy. That is, the state is generally not free to establish any significant legal
or institutional barriers limiting the movement of commodities and/or resources (e.g., labor,
capital) across its borders.

Thus, for example, South Carolina cannot establish tariff

barriers or migration controls in order to shape its economic, social, and demographic
environment.
What the people of South Carolina can do is influence the character of the state
through its state and local goverriment program.s. The primary (though by no means only)
tools for setting and trying to accomplish goals are the state and local budgets which, taken
together, constitute a set of state-local gover,iment tax and expenditure policies.
However, because of the openness of the domestic U.S. economy, even South
Carolina's own tax and expenditure arrangements cannot be made without considering the

As a result, a question that inevitably arises with
respect to state and local fiscal policies is: How does our state compare with others in terms
of the mix and level of public goods and services provided and the revenue sources that are

budget policies of the other states.

used to pay for those activities?
Interstate fiscal comparisons are useful in understanding a state's basic fiscal
structure and for comparing that structure to those of other states. During the 1980's,
fiscal comparisons have become increasingly important because of the decrease in federal
funds to state and local goverximents. Due to the decrease in total federal grants in aid to
2

1

states and localities, the reduction of federal deductibility of state and local tax~s, and
other factors, fiscal disparities between wealthier and poorer states and localities have
become more visible.

3

States in general, and poorer states in particular, are being forced to

become more self-reliant in solving their fiscal problems.
Interstate fiscal comparisons are also a first step toward measuring a state's economic
competitiveness. Because capital, labor, consumption, and other economic activity are
'

mobile, policymakers often want to know if tax burdens are higher or lower in their state
than in others. A state should know if certain fiscal policies are out of line with those of
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other jurisdictions with which they compete for mobile resources. Through the budget, ,
policymakers may be able to influence certain economic developments, such as the creation
of jobs.

To increase employment and stimulate growth, a state may improve the

transportation infrastructure or decrease corporate taxes to encourage outside investment.
It is often the case that below-average taxes and spending are presented as evidence of a
.

state's favorable business climate. However, such numbers may also suggest that public
services are inadequate for attracting business.
While interstate fiscal comparisons may point out sig11jficant differences, additional
information is needed before drawing conclusions and making policy decisions. Interstate
differences in demographic characteristics or industrial structure, for example, may make it
perfectly logical and beneficial for one state to pursue fiscal policies that are very different
from another state's.

Methodology and Data
The methodology used in making fiscal comparisons involves selecting a set of
indicators that are common to all the states in the study and then comparing their levels
and trends. For this study, the indicators for South Carolina will be related to those of a
select group of other states in order to illustrate relative differences.

Consistency
In order to make meaningful interstate fiscal comparisons, it is essential to apply
consistent definitions and measurements across all states. One cannot rely directly on
internal state budget documents or other financial reports for deriving interstate
comparisons because the definition of various taxes and categories of expenditures will
differ across the states.
On the expenditure side of the budget, for example, one state may categorize medical
aid to the poor as spending on health services while another may treat such aid as a
component of welfare spending. Similar types of discrepancies occur on the receipts side of
the budget.

Some states that impose gross receipts taxes on business activities may

_c onsider the t,ax to be in the nature of an income tax levy, while others treat it as part of
their sales tax collections.
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Another fiscal characteristic that varies among states is the division of state and local
responsibilities. Within states, taxing and spending responsibilities are delegated to
different levels of gover1 1ment. Thus, to obtain consistent information, combined state and
local data for revenues and expenditures are more appropriate for comparisons. Different

a
C

1

•'

states allocate similar taxes (and non-tax revenues) and expenditures to different levels of
gover1iment. For example, what South Carolina may consider a local responsibility in its
highway or education system may be treated as a state function in Georgia. Likewise, in
some states, the sales tax may be solely a state revenue (e.g., South Carolina, Florida,
Maryland, and West Virginia), while in other states, part of the sales tax may constitute an
important source of local revenues (North Carolina, Georgia, Virginia, and Tennessee).

,•

4

This study uses data collected and compiled by the U.S. Bureau of the Census in order
to ensure that the information is reported in a uniforn1 fashion, facilitating comparisons
across jurisdictions. Furthermore, the Census data permit aggregation of state and local
data.

5

Indicators
Comparisons can be made between states by looking at aggregated state and local
Census data. However, very little can be deduced from a simple analysis of these numbers.
For instance, looking at total direct expenditures in Table 1, it is evident that
Florida's state and local governments spend more than West Virginia's. In fact, Florida's
outlays exceed West Virginia's by more than seven times. But, what do these numbers
reveal about public outlay choices and the need for public services in these two states? Not
much, because the two have different economies, demographics, and fiscal policies. To
,

facilitate comparisons between states, expenditures and revenues must be divided by
common denominators--the simplest of which are population and personal income.
The general revenue data also are difficult to compare among states because actual
revenues do not reveal anything about the structure of a state's revenue system.

For

example, Table 4 shows that Virginia and North Carolina had almost the same level of
revenue in 1982. This does not tell us if the two states had the same taxes, tax l'ates, or tax
bases. It only informs us that revenue levels for the two states in that year were similar.
However, by comparing their actual revenues with their tax capacity (a measure of
revenue-raising ability), 6 one may lea;n more about Virginia and North Carolina's fiscal
systems. The tax capacity index presented below will show that North Carolina has a lower
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overall tax base than Virginia. Since North Carolina collects almost as much as Virginia in
revenues, it must therefore place a greater burden on its available tax bases.

Years
Because of the need to adjust data to ensure consistency, the published Census data
lags behind the end of the fiscal year by about 18 months. Therefore, the most recent data
available for most of the discussion that follows is for 1988. A lag in the data does not
present a major problem when one is interested in comparing expenditure and tax systems
among the states. Fiscal systems usually evolve gradually and continuously. Therefore, a
historical view can often provide better information than a snapshot analysis that may
reflect onetime actions designed to meet unusual or unexpected budgetary requirements.
Accordingly, many of the following data are presented over an eleven-year period.
The period chosen begins in 1978 (corresponding with the beginning of the era of declining
federal aid flows to the states), continues with 1982 (representing the recessionary period),
and then includes 1987 and 1988 (the most recent years for which data are available). In a
few instances, other time periods are used due to lack of data for the four years used in this
chapter.

The Comparison States
To place South Carolina's fiscal position in context among the states, comparisons are
made between South Carolina, the U.S. average, and. seven other states. Florida, Georgia,
Maryland, North Carolina, Tennessee, Virginia, and West Virginia are chosen because they
are either geographically neighboring states, or in the same region. These states are most
likely to compete directly with one another for residents, jobs, or industry-specific resources
such as textiles, apparel, ]11mber, tobacco, and tourism.

Expenditures
It is appropriate to begin the examination of the South Carolina fiscal system by
looking at the expenditure side of the budget.

•

There are two reasons for first analyzing spending. First, and fundamentally,
'

gover1 1ments tax in order to spend. That is, over time, the level of revenues will reflect the
desired level of spending. For example, if government expenditures rise and fall in
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11npredictable ways, the legislature may resort to a series of uncoordinated revenue
adjustments to address short-tern1 financial needs without considering the long-run fiscal
goals of the state. Second, the structure of the revenue system reflects spending behavior as
well as taxing philosophies. Thus, spending patterns are an important determinant of the
revenue-raising structure.
There are two important limitations of interstate expenditure comparisons. First,
input costs, such as labor ancl. the cost of land will vary from state to state. Second, some
state and local goverriments are more able to attain economies of scale than others.
Analysis of the relative input costs and economies of scale for the fifty states however, is
beyond the scope of this chapter.

Leve] and Composition of Expenditures
Table 1 compares direct general expenditures (all spending other than intergovern
7

mental expenditures, utility, liquor store, and insurance trust spending) in three forms: (1)
total dollar amount, (2) as a percentage of state personal income, and (3) as an index
number (with the average of all states set equal to 100.0).

8

Personal income is used as a

common denominator because it adjusts for the varying sizes of the economy in each state.
The index of total expenditures as a percentage of personal income pern1its a comparison of
the relative state ranking of each state to the national average and to the other states.
South Carolina's public expenditures as a percentage of personal income decreased
between 1982 and 1988 from 20. 7 percent to 17. 7 percent. Despite the decrease, South
Carolina remained slightly above the national average. The ratios of direct public
expenditures to personal income for the other seven states basically follow the downward
U.S. trend.
The index indicates that South Carolina is a high expenditure state relative to its
total personal income when compared to the region and the U.S.

However, South

Carolina's expenditure index has fallen since 1982 from 106 to 102. Between 1982 and
1988, South Carolina's actual expenditures rose 6 percent faster than the national average
while the state's personal income increased 7 percent more than the U .S. amount. Personal
income increasing by a slightly faster rate than actual expenditures explains the state's
decreasing expenditures as a percentage of personal income and declining index relative to
the nation. South Carolina ranked fourth in direct public expenditures among states in the
region in1982, behintl Georgia, TennP,ssee, and West Virginia. By 1988, only West Virginia
had a higher index rating.
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Table 1
State and Local Direct General Expenditures as a Percentage of State Personal Income
Selected Fiscal Years 1978-1988

State

Total
Direct
Expenditures
(in millions)

United States

South Carolina
F1orida
Georgia
Maryland
North Carolina
Tennessee
Virginia
West Virginia

$345,313.3

1987

1982

1978

Total
Total
Asa
Asa
Direct
%of
Direct
%of
Expenditures
Expenditures Personal
Personal
Income Index (in millions) Income Index (in millions)
20.0%

100

$520,966.2

19.6%

100

$653,608.3

Asa
%of
Personal
Income

1988

Index

Total
Direct
Expenditures
(in millions)

17.4%

100

$702,239.4

Asa
%of
Personal
Income

Index

17.3%

100

3,611.3

19.6

98

5,805.0

20.7

106

7,263.6

17.6

101.2

7,957.5

17.7

102

11,414.3
6,889.4
7,002.7
6,834.9
6,323.2
6,739.8
2,643.3

16.9
19.5
19.8
18.4
22.0
16.7
21.6

85
97
99
92
110
83
108

19,269.6
11,642.0
9,837.0
10,526.9
9,040.7
10,056.8
3,783.2

16.3
20.9
18.1
18.8
21.0
15.8
21.4

83
107
92
96
108
81
109

28,270.5
14,912.2
12,527.4
13,324.9
10,086.8
14,166.9
4,313.3

15.1
16.6
15.2
15.6
16.0
14.5
20.6

86.9
95.9
87.4
89.7
92.2
83.5
118.9

31,513.6
16,460.1
13,648.1
14,734.6
10,972.4
15,864.3
4,281.0

15.4
17.0
15.2
15.9
16.2
14.9
19.4

89
98
87
92
93
86
112

NOTE: 100.0 = U.S. Average
Source: ACffi staff computations using U.S. Bureau of the Census, Government Finances in 1977-78 (pages 34-50), 1981-82 (pages 35-51), 1986-87 (page 32), and 1987-88 (page 32)
and the Bureau of Economic Analysis August editions of Survey of f!11rrent Business, August 1985, 1988, and 1989 (pages 18, 30, and 34, respectively)

Note: Expenditure info1·mation used in this table is for fiscal year 1988 (July 1, 1987-J11ne 30, 1988) while personal income estimates are for calendar year 1988.

Table 2 presents per capita expenditures, and state and local goverriment
expenditures broken out by function. Despite South Carolina's high direct expenditure
levels as a percentage of personal income (Table 1), the last col11mn of Table 2 illustrates
that South Carolina is 20 percent below average in total per capita spending. The state
exceeds U.S. spending in health and hospitals and essentially equals the national level in
higher education. In two categories, police and fire, and welfare, the state spending is a
little more than half the U.S. average.

Highway expenditures are 73 percent of the

nation's. Also, elementary and secondary education is approximately 90 percent of national
levels.
South Carolina's below-average per capita direct expenditure level is not unusual for
the region, though. Maryland is the only state in the region that is above the U.S. average.
North Carolina, TP.nnessee, and West Virginia have virtually the same per capita
expenditure level as South Carolina. Three other states, Florida, Georgia, and. Virginia, are
roughly 10 index points above South Carolina but still well below the national level.
Relative to the seven states, South Carolina's per capita spending is second highest in
health and hospital per capita outlays; average among the states in elementary, secondary,
and higher education; second lowest for police and fire; and lowest in per capita
expenditures for public welfare and highways.

I
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State

Total
Elementary
Direct
& Secondary
Expenditures Education
(in millions)
Direct

Higher
Education
(A)
Direct

(A)

Public
Welfare
Direct

(A)

Stat:,,1s87-88

Health &
Hospitals

Direct
(A) Highways

$702,239

$690

100.0%

$255

100.0%

$352

100.0% $252

100.0%

$226

South Carolina

$7,958

$628

91.0%

$253

99.2%

$188

53.4% $327

129.8%

$166

Florida
Georgia
Maryland
North Carolina
Tennessee
Virginia
West Virginia

31,514
16,460
13,648
14,735
10,972
15,864
4,281

616
687
687
609
475
700
632

56.0
74.1
95.5
62.2
85.8
57.4
74.1

97.6
179.8
48.8
85.7
111.1
96.4
61.1

United States

89.3
99.6
99.6
88.3
68.8
101.4
91.6

149
195
268
307
216
281
190

58.4
76.5
105.1
120.4
84.7
110.2
74.5

197
261
336
219
302
202
261

246
453
123
216
280
243
154

218
209
299
189
205
289
277

(A)

100.0% $155
73.5%
96.5
92.5
132.3
83.6
90.7
127.9
122.6

NOTE: 100 = U.S. Average
(A)= State expenditures for the function as a percent of U.S. expenditures.
Source: ACIR staff computations using U.S. Bureau of the Census, Government Finances in 1987-1988 pages 99-100.

Q.AI

Direct
Police
& Fire

$87
175
120
172
107
103
140
59

Total
Per
Capita

(A)

Other

100.0%

927

100.0% $2,857

100%

56.1%

645

69.6% $2,293

80%

112.9
77.4
111.0
69.0
66.5
90.3
38.1

954
670
1,068
623
661
782
709

(A)

102.9
72.3
115.2
67.2
71.3
84.4
76.5

2,555
2,595
2,953
2,271
2,242
2,637
2,282

Index

89
91
103
79
78
92
80

Table2A
and Percent Distri ution by Functional Category Selecte Years

1982

Function
U.S. Total
Total

I

I

Education
Elementary & Secondary
Higher Education
Hilhways
Pu lie Welfare
Health & Hospital
Police & Fire
Sewerage & Sanitation
Local Parks & Recreation
Gover,iment Administration
Interest on General Debt
Other Expenditures

1987

%of
State
Total

Per
Capita

1,914
1,474
463
187
71
151
205
61
45
40
70
44
137

Per
Capita

1988

%of
State
Total

Per
Capita

%of
State
Total

100.0%

2,685
2,121

100.0%

2,857
2,293

100.0%

31.4
12.7
4.8
10.2
13.9
4.1
3.1
2.7
4.7
3.0
9.3

617
267
134
181
295
84
65
23
91
105
259

29.1
12.6
6.3
8.5
13.9
4.0
3.1
1.1
4.3
5.0
12.2

682
253
166
188
327
87
75
26
103
104
282

29.7
11.0
7.2
8.2
14.3
3.8
3.3
1.1
4.5
4.5
12.3

Source: U.S. Bureau of the Census, Government Finances in 1987-1988, 1986-1987, and 1981-1982

While Table 2 shows the distribution of expenditures for the most recent year, Table
2A describes changes in South Carolina's outlays over time. Per capita expenditures for
nine of the ten categories increased from 1982 to 1988 (local parks and recreation is the
exception). Over this time period, highways and interest on general debt expenditures rose
as a percentage of the state total; spending for government administration, police and fire,
sanitation and sewerage, and health and hospitals remained relatively constant; and
elementary and secondary and higher education, public welfare, and local parks and
recreation claimed a declining share of total state spending.

Per Capita vs. Personal Income
The per capita and personal income numbers offer two different pictures of South
Carolina. In Table 1, South Carolina appears to provide an average level of expenditures.
At the same time, Table 2 illustrates ,that the state's expenditure level is far below the
nation's average per capita outlay. Which is the accurate depiction of South Carolina's
expenditure system?
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In order to come to some sort of conclusion, several additional questions need to be
raised about the information in Table 1. Is South Carolina above average for expenditures
as a percentage of personal income (Table 1) because it has high public outlays, low
personal income, or both? It is difficult to answer whether the state has a high level of
spending relative to other states without converting expenditures into per capita numbers.

AB shown in Table 2, South Carolina's per capita expenditure index is 80, well below the
national average.
However, the state also has a low level of personal income. South Carolina's ranks
38th out of the 50 states in per capita personal income.
personal income index level is 78.

Its corresponding per capita

9

The per capita measures of expenditures and personal income explain why South
Carolina, appears to be above average in expenditures in Table 1. In fact, both per capita
expenditures and personal income are well below average.

However, relative to the

national average, personal income is slightly lower than expenditures. Therefore, South
Carolina's ratio of expenditures to personal income is higher than the U.S. ratio.

Analysis
From Table 1, it is apparent that the state is spending an approximately average
amount in proportion to personal income, 102 in the index. Thus, it is placing a slightly
above-average tax burden on its citizens. At the same time, South Carolina's per capita
expenditure index rating of 80 indicates that, relative to its population, it is spending less
than the national average.
If the state want.ed to increase outlays for certain functions it would be putting an
above-average t,ax burden on its citizens.

10

An increase in South Carolina's population and

income may alleviate some of this problem because economic growth will increase the
state's ability to raise revenues.

Economic growth would help the state to increase its

outlays without raising taxes. South Carolina's economic and. demographic transformations
also could necessitate a reallocation of funds among functions. Learning about the state's
fiscal trends will enable the state to better prepare for the changes that South Carolina is
going through so that the system can make the necessary adjustments.
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Expenditure Needs
A new approach to the comparative analysis of state and local goverriment
expenditures offers further insights into questions about South Carolina's spending for
specific types of programs versus what the state's need is for these programs. The approach
involves the calculation of representative expenditures, that is, the amount a state would
have to spend to provide the national average level of services to its citizens.

11

Representative expenditures measure a state's relative need for spending on a function-by
function basis. The essential idea behind the calculation is that the need for spending on a
particular function in a state can be related to a variable or combination of variables,
referred to as a workload measure.
When the representative expenditure approach originated, total population was the
only variable used to estimate representative expenditures among the states.

This

approach assumed that since the size of expenditures will vary with population, the best
available measure of need for spending in a category was total population.
Total population is still used as a sigr1ificant variable in the new representative
expenditure calculations. However, for many categories, other variables have been chosen
that provide a more accurate measure of a state's need for certain functions. For e::&arople,
the need for public welfare spending is assumed to depend more on the number of people
living below the poverty line than on total population.

12

Therefore, the workload measuring

a state's relative need for public welfare expenditures is the proportion of the total U.S.
population living in households with income below the poverty line.

13

Next, the number of South CaroJinians in poverty is multiplied by the national
average spending per workload unit.

14

The representative expenditure is expressed as an

index comparing the level of state need relative to the national average (set equal to 100).
To illustrate the application of the representative expenditure system to South
Carolina, a comparison of actual and representative expenditures (both per capita) for
public welfare will be discussed

15

using Table 3.

'

Because South Carolina contained a greater than average proportion of low-income
people in 1987 (the workload for public welfare), its representative need for welfare
expenditures is 27 .4 percent greater than the U.S. average.

16

Although South Carolina's

needs exceeded the national average, its actual outlays for public welfare were 34.9 percent
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below average. 17 A high level of need combined with a low level of expenditure results in
actual spending consisting of 43.2 percent of the representative need for expenditures.
Table 3 shows actual outlays as a percentage of representative amounts for each functional
category. The results illustrate South Carolina's higher per capita spending for higher
education and health and. hospitals, and. lower per capita spending for primary and
secondary education, public welfare, highways, and police and corrections relative to its
need for spending in those functions.

Table 3
Actual Direct General Expenditures By State and Local Gove:r1111,ents in
Selected States As Percentages of Representative Expendit11res By
F11nction, Fiscal Years 1986-87
Elementary &
Secondary Higher

Public

Health &

Police &

All Other

Total Ed 11 ration Ed11cation Welfare Hospitals Hid}waysCorrections Ex;pend.

State
United States
South Carolina

Florida
Geor~a
Mary and
North Carolina
Tennessee
Virginia
West Virginia

100.0% 100.0%
71.9%
90.7
80.0
109.3
73.7
72.0
90.0
80.1

77.5%
105.2
84.2
108.2
83.1
62.8
101.2
84.1

100.0%

100.0%

100.0%

101.8%

43.2%

111.1%

59.3
73.8
102.9
114.7
84.2
103.0
77.4

49.6
49.4
123.5
52.7
59.7
62.9
70.0

98.7
158.8
53.3
79.6
98.1
96.9
52.1

100.0% 100.0%
54.9%
89.4
76.6
131.6
71.5
81.0
107.4
129.7

70.2%
106.7
70.6
116.2
79.1
65.3
91.1
44.2

100.0%
64.8%
101.2
71.4
115.2
60.7
72.6
80.2
85.3

Source: Unpublished estimates from Robert W. Rafuse, Jr., "Representative Expenditures: Addressing the
Neglected Dimension of Fiscal Capacity", ACIR, 1989, pp. 38, 42, and 46.

Conclusions
South Carolina's actual spending index of 79 is low not only when compared on a per
capita basis to the nation's but also relative to the regional average of 85.5.

18

On the other

hand, its total representative need for expenditures of 109.9 is seventh in the nation and
second in the Southeast.

The combination of low actual spending and high needs for

spending, illustrated in Table 3, results in South Carolina having the fifth lowest service
level index rating in the nation of 71.9.

This translates into South Carolina's total

cumulative expenditures accounting for 72 percent of the state's need for public outlays.
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Revenues

Various tax and tax-related measures are used as indicators of fiscal perforD1ance. In
general, these indicators rely on four basic estimates: population, personal income, size of
tax base, and tax and revenue collections.

19

Combinations of these four variables can be

used to make tax and revenue comparisons between South Carolina and other states.
These various measures highlight different aspects of South Carolina's fiscal position.
The numerators of all the equations are either total tax collections or collections by each
type of tax. Dividing the amount of collections by population, personal income, and the tax
base makes it possible to compare state tax collections on a per capita basis or as a
percentage of personal income. These ratios permit interstate comparisons of tax capacity
(a state government's tax-raising ability), tax effort (how a gover11roent's tax collections
compare to its taxing ability), and the changes in fiscal pressure over time.
Like any aggregate measures of fiscal performance, these tax and revenue indicators
have several advantages and disadvantages.
There are two merits in using these indicators. The first is that the widespread use of
these conventional measures enables fiscal systems to be compared consistently. Second,
the indicators are easy to compute and to understand.
At the same time, these types of interstate tax and revenue comparisons are
characterized by several inherent limitations and, therefore, should be interpreted with
care:
1. Aggregate measures give no indication of the incidence of tax burdens.

These measures do not indicate whether a tax system is progressive (tax rates
increase as income increases), or regressive (tax rates decrease as income
increases), or whether any taxes are exported to nonresidents (e.g., tourists).
2. The numerators (e.g., tax collections) and denominators (e.g., income,
population) are assumed to be independent of one another. However, tax rates
may influence the size of the tax base, and some income may have been created
by the public sector (e.g., public outlays allocated to economic development).
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3. The estimates for any particular year may not be representative of the tax or
revenue system. For example, a state's tax revenues in a particular year could
reflect a transitory revenue windfall or shortfall, or a temporary tax surcharge.
The total tax burden on a state's population does not tell the whole story about such.
concerns as taxpayer equity or favorability of the business climate. However, the same
limitations apply to the data for all the comparison states, and when viewed over time, the
comparisons can present a useful picture of how a specific state compares with others.

Overall Revenue Growth
Between 1978 and 1988, South Carolina's state and local government's revenue
growth was 11 percent above the national average. AB shown in Table 4, South Carolina's
state-local own source general revenues in 1988 were over two and a half times their 1978
level. While the state's revenues were well above the U.S. level for this period, its growth
rate was average among the comparison states (111 percent in South Carolina vs. 109.4
percent average for the other seven states). For the eleven-year period, Florida, Georgia,
and Maryland experienced higher rates of revenue growth while Virginia's revenues grew
at a rate comparable to South Carolina's.
However, knowing that a state's revenues have grown faster than the national
average tells us little about the reasons for such growth or about the change in tax burdens
in the state. Revenue increases may be due to changes in demographics, tax policy,
economic conditions, or other factors that interact to affect tax yields.
Two obvious factors that affect overall revenue increases are population growth and
personal income growth.

A growing population will ordinarily lead to increased tax

revenues to the extent that newcomers are subject to t.axP.s already in place. At the same
time, an increasing population will necessitate higher revenues to :rnaint.ain the same level
of per capita services.
Higher per capita personal income levels will increase revenues to the extent that
taxes are levied on income or uses of income (i.e., consumption).

AB income increases,

demand for public goods and services also may increase, requiring higher revenues.
The last two columns of Table 4 show how the two factors of population and income
growth relate to the states' revenue growth. South Carolina's population grew by 20 percent

70

'

over the eleven-year period, 7 percent above the national average, but only slightly higher
than the regional level of 17. 7 percent. South Carolina's personal income for 1978-1988
increased 6.3 percent more than the national average.
Although the growth of personal income exceeded the national average,

20

when

income is put in per capita terms, the increase is less noticeable because of the population
increase.

Given that a sigr,jficant expansion of the state's population accompanied the

growth in personal income, a dilution of the per capita personal income would be expected.
The above-average expansion in personal income ann population resulted in the i:iame
percentage increase in per capita personal income for the U.S. and South Carolina. The
parallel increase is illustrated by the last column in Table 4.

Table4
State-Local General Revenue From Own Sotirces Selected Fiscal Years
1978-1988For South Carolina and Comparison States
(in millions)
% Change

in Per
Change Change Capita
•
As%
Personal
1n
Pop.
Income
% Change of U.S.
%

State
United States

South Carolina
Florida
Geor~a
Mary and
North Carolina
Tennessee
Virginia
West Virginia

1978

1982

1988

1987

1978-88 Avera@ 1978-88

1978-88

$246,368$369,236 $571,168 $609,543

147%

100%

13%

212%

$2,451

$3,810

$6,235

$6,749

175%

111%

20%

213%

8,227
4,713
5,237
4,550
3,612
5,001
1,602

13,348
7,667
7,404
7,098
5,106
7,472
2,569

24,910
12,930
11,473
11,926
8,177
12,189
3,340

28,265
14,138
12,635
12,984
8,930
13,624
3,303

244

139
121
98
115
100
110
83

42
25
11
16
13
16
1

225
228
232
221
216
231
184

200
141
185
147
172
106

Source: U.S. Bureau of the Census, Goverpmfillt Finances in 1977-1978 (pages 18-26), 1978-1979 (page 95),
1981-1982 (pages 20-28), 1986-1987 (page 20), and 1987-1988 (page 20); and Survey of C11rrent
BUBiness, August 1985 (page 18) and August 1989 (page 34).
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The last column also shows that six of the seven comparison states had higher growth
rates for per capita personal income, West Virginia being the exception.

Florida and

Georgia maintained large increases in per capita personal income even with a fast-growing
population.

Maryland and Virginia attained large growth rates of per capita personal

income with average population increases.

Two other states, North Carolina and

Tennessee, achieved above-average growth for the period. West Virginia saw its per capita
income increase at a percentage well below the U.S. level.

Level of Revenues
Looking at total revenues among states without adjusting for differences in
population and income causes the same comparison problems with revenues that exiRted in
the discussion of expenditures.

Tables 5 and 6 show state revenues in proportion to

population and income. Using per capita revenue data allows meaningful comparisons of
states with differing population levels and rates of population growth. Presenting revenues
as a ratio of personal income adjusts for the varying levels of personal income and economic
growth.

Revenues Per Capita
Per capita measures are easily computed and give a good overview of a state's tax
system; however, they are weak measures of tax burden. Per capita measures treat all
residents identically, regardless of their age, degree of economic dependence, taxpaying
capability, or need for public services.

For example, two states with the same level of

collections and same number of residents but different mixes of retirees and workers
appear to have the same tax burden. Due to their unique demographic characteristics,
these states would be expected to have differing aggregate taxpaying capabilities and
differing needs for public services. A per capita measure also fails to account for the tax
burden effects of revenue collections from nonresidents (such as out-of-state workers,
tourists, and commuters).
According to Table 5, South Carolina's per capita revenue gradually rose from 74.3
percent of the U.S. level in 1978 to 78.4 percent in 1988.

Other states experiencing

increasing per capita revenues relative to the U.S. average include Florida, Georgia, North
Carolina, Tennessee, and Virginia.

Except for Maryland, South Carolina's per capita

revenues are comparable to those of the other six states in the region.

While South

Carolina remains far below the national average, the state is only slightly below the
regional average of 86 percent.
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Table 5
Per Capita State-Local Own-So11rce General Revenue
1978-1988South Carolina and Comparison States

% of U .S.

% of U.S.

% of U.S.

%of
U .S.

Change
%
as%
Change of U.S.
78-88 Averaiw

1978

Averae:e

1982

Avera~

1987

$1,130

100%

$1,630

100.0%

$2,347

100.0% $2,480

100.0%

119.5%

100.0%

South Carolina $840

74.3%

$1,220

74.8%

$1,820

77.5% $1,945

78.4%

131.5%

110.1%

957
927
1,264
816
829
971
861

84.7
82.0
111.9
72.2
73.4
85.9
76.2

1,370
1,403
1,756
1,207
1,112
1,397
1,318

139.4
140.5
116.3
145.2
120.0
133.3
104.5

116.6
117.5
97.3
121.5
100.4
111.5
87.5

State
United States

Florida
Geor~a
Mary and
North Carolina
Tennessee
Virginia
West Virginia

84.0
86.1
107.7
74.0
68.2
85.7
80.9

2,072
2,078
2,530
1,860
1,684
2,064
1,740

Avera~

88.3
88.5
107.8
79.3
71.8
87.9
74.1

1988

2,291
2,229
2,734
2,001
1,824
2,265
1,761

Avera~

92.4
89.9
110.2
80.7
73.5
91.3
71.0

Source: U.S. Bureau of the Census, Government Finances in 1977-1978 (page 90) 1981-1982 (page 91), 19861987 (page 98), and 1987-1988 (page 97).

Revenues per $1,000 of Personal Income
State and local revenue in relation to personal income is a somewhat better
measure of the variation of interstate burden than revenues per capita, because it captures
an element of differential t.axpaying ability among states. By focusing on resident income,
however, this measure (like revenue per capita) ignores the tax burden by type of taxpayer
and tax exporting. By failing to account for tax exporting, the ratio of revenues to income
overstates the tax burden on the residents of energy-rich states, such as West Virginia, or
popular tourist states, such as Florida, that can export a sig1,ificant share of state and local
taxes. Also, focusing on income as the denominator ignores the possibility that various
other tax bases (such as property or sales) are changing at different rates from income.
South Carolina's revenue per $1,000 income rose 8 percent over the eleven-year
period, peaking in 1988 at 1.2 percent above the national level. Florida, Georgia, North
Carolina, and West Virginia all experienced growth rates above the national average, with
North Carolina and West Virginia expanding at approximately the same rate as South
Carolina.

Four other states, including Florida, Georgia, TennP.ssee, and Virginia, were

close to the U.S. level with the first two at 103 percent and the next two at 99 percent. Due

to Florida's and South Carolina's large tourist industries and West Virginia's mineral
wealth, their resident tax burden is probably overstated.
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Conclusions
The data showing per capita revenues and revenues per $1,000 income raise questions
similar to the ones asked after looking at per capita expenditures and expenditures per
$1,000 income. Does the state have "average'' revenues? Given that per capita revenues
are well below average for the nation at 78.4, it is clear that South Carolina has a low level
of collections. But if the state has a low level of collections, then why does it have a slightly
above-average level of revenue per $1,000? The state's relatively low personal income
provides the explanation. South Carolina's index level of 102 for revenue per $1,000 occurs
because this ratio combines the low level of per capita revenues index (78.4) with a low per
capita personal income index (78).

Table 6
State-Local Own-Source General Revenue
Per $1,000 Personal Income
1978-1988South Carolina and Comparison States
1978-88
1978
Per

%of
U.S.

1982
Per

% of
U.S.

1987
Per

%of
U.S.

1988
Per

%of
U.S.

Tax
Burden
Change
Per

State

$1.000 Averaiw $1.000 Averaiw $1,000 Averaiw

$1,000 Averaiw $1.000

United States

$162

100.0%

$153

100.0%

$162

100.0%

$162

100.0%

0

South Carolina $151

93.2%

$150

98.0%

$163

100.6%

$164

101.2%

13

151
159
154
152
143
140
158

93.2
98.1
95.1
93.8
88.3
86.4
97.5

5
4
(13)
13
(2)
(2)
14

Florida
Georgia
Maryland
North Carolina
Tennessee
Virginia
West Virginia

146
155
167
139
145
142
144

90.1
95.7
103.1
85.8
89.5
87.7
88.9

129
154
151
138
131
133
157

84.3
100.7
98.7
90.2
85.6
86.9
102.6

146
158
152
151
142
137
165

90.1
97.5
93.8
93.2
87.7
84.6
101.9

Source: U.S. Bureau of the Census, Government Finances in 1977-1978 (page 94) 1981-1982 (page 95) 19861987 (page 102), and 1987-1988 (page 101).
'

An index level of 101.2 for revenues per $1,000 of personal income indicates that, as a
whole, the people of South Carolina are already incurring an average tax burden. In order

to raise its revenues closer to the national average the state would have to raise the tax
burden on its citizens above the U.S. level.
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Tax Mix
A state's tax mix is the relative contribution of various revenue sources to the overall

tax burden. Table 7 compares South Carolina's revenue system with those of other states.
The data illustrate the extensive diversity of state-local tax systems, reflecting differing
economic bases and political preferences. The clearest example of this diversity is in the
21
case of the income tax- Six of the eight states in the region obtain a substantial portion of
their state revenues from income taxes, between 17 and 27 percent of the state total.
However, only 2.2 and 4.8 percent of Florida's and Tennessee's state revenues come from
income taxes. The low income tax revenue in these states is made up in sales taxes, which
account for almost a quarter of Florida's revenues and a third of Tennessee's.
Table 7 also describes the allocation of revenue responsibilities between the state and
local gover, ,ments. The states' different approaches are exemplified by the fact that state
revenues comprise between 48 and 68.5 percent of the total state-local revenue system.
South Carolina is on the high end of this spectrum, with 65.3 percent of its revenues
originating at the state level. The rem1:1ining 34. 7 percent of revenues is raised by local
gover

ents.
Of all the states in this analysis, the state-local revenue systems of South Carolina,

Georgia, and West Virginia are the most evenly diversified between sales, income, and
property taxes. The other comparison states have either high income tax revenues, as in
North Carolina, Maryland, and Virginia, or low income taxes, as in Florida and Tennessee.
In addition, it is interesting to note that every state in the region has property tax revenues
below the national average.
Overall, South Carolina's state and local revenue mix generally follows the U.S.
average. The only noticeable distinction is that the state collects a large percentage of its
revenues from state sources, 65.3 percent versus the U.S. level of 55.5 percent.

Tax Capacity and Tax Effort
Tax mix describes a state's sources of state-local revenues; however, it does not take
into account states' varying capacities to raise revenues from those sources. Tax capacity
(the revenue-raising ability of a state) depends on the underlying economic bases in a
jurisdiction, such as mineral wealth, consumption of particular goods or services, income
levels, and property values. For example, two states that raise the same amount of revenue
through the property tax but have different aggregate property tax values do not place the
same burden on that tax base.
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Table 7
Percentage Composition of State-Local Own-Source Revenues
FY88 South Carolina & Compa,·ison States

STATE REVENURS
Total
State
State

Revenues

General
Sales Tax

LOCAL REVENUE8

All
Charges
Income Severance Other & Misc.
Taxes
Taxes
Taxes Revenues

All
Local

Revenues

All
Charges
Property General
Other
& Misc.
Taxes Sales Tax Taxes Revenues

Total General
Own-Source
State-Local

Revenues

United States

55.5%

14.3%

16.7%

0.7%

11.6%

12.2%

44.6%

20.9%

3.0%

4.3%

16.4%

100.1%

South Carolina

65.3%

18.5%

19.9%

0.0%

12.5%

14.4%

34.7%

16.3%

0.0%

1.5%

16.9%

100.0%

Florida
G-eorgia
Maryland
North Carolina
Tennessee
Virgini8
West Virginia

48.3
48.0
58.6
63.9
53.2
59.0
68.6

24.3
13.1
11.3
12.5
24.0
8.7
16.3

2.2
20.3
21.7
26.9
4.8
22.7
17.3

0.3
0.0
0.0
0.0
0.0
0.0
3.9

13.8
7.5
13.1
13.8
14.3
18.4
15.4

7.7
7.1
12.5
10.7
10.1
9.2
15.7

51.7
52.1
41.4
36.0
46.7
41.1
31.4

20.8
17.7
17.4
14.9
14.9
20.8
12.9

0.0
5.0
0.0
5.7
7.2
2.9
0.0

14.5
26.0
11.0
14.6
21.8
11.6
15.4

100.0
100.1
100.0
99.9
99.9
100.1
100.0

16.4
3.4
13.0
0.8
2.8
5.8
3.1

Source: U.S. Bureau of the Census, Government Finances in 1987-1988, pages 45-96, and State GovernmAnt Tax Collections in 1988, page 3 .

•

The Advisory Commission on Intergoveriirnental Relations (ACIR) has developed a
methodology that measures each state's tax capacity on an aggregate and tax-by-tax basis.
The Representative Tax System (RTS) approach calculates tax capacity in each state by
applying national average tax rates to a uniformly defined set of commonly used state and
local tax bases.

22

The varying tax capacities in each state reflect the differences in the

11nderlying tax bases and do not depend on whether a base is taxed, or at what level a state
23

actually taxes a particular base. Once capacity is calculated, the tax burden, or effort

placed on each base is computed by dividing actual collections in the state by its
hypothetical capacity.

Tax Capacity
The tax capacity index measures relative taxing potentials of any one state and local
system among the states. Thus, a state with an index larger than 100 has an ability to
raise more revenue than the average representative state. RTS tax capacity and tax effort
data for South Carolina and comparison states are presented in Table 8 and Chart 1.
The data show that between 1979 and 1988 South Carolina's total tax capacity rose
from 76 to 79 percent of the U.S. average. Relative to the other forty-nine states and the
District of Columbia, South Carolina ranks 44th in total tax capacity. Of the states in the
region, South Carolina ranks seventh of eight, with only West Virginia having a slightly
lower tax capacity. Florida, Maryland, and Virginia are slightly above the national average
in tax capacity. In decreasing order, the remruning states are Georgia, North Carolina,
TennP.ssee, and West Virginia.
Except for West Virginia, all the states in the region experienced increasing tax
capacity between 1979 and 1988. This pattern could reflect the above-average population
growth, which occurred throughout most of the region, resulting in an increasing income

tax base. However, different age groups will have a varying effect on tax bases. For
example, a growing retirement population will have a different effect on the tax base than
an infusion of young adults. In addition, the movement of industries to the sunbelt states
in the Southeast have increased corporate tax bases.

'
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Table 8
RTS Tax Capacity and Tax Effort Indices 1979-1988
South Carolina and Comparison States

1979

Tax

State

Tax
Capacity Effort

1982

1985

Tax

1986

Tax
Tax
Tax
Tax
Tax
Capacity Effort Capacity Effort Capacity Rank Effort

United States

100

100

100

100

100

100

100

South Carolina
Florida
Georgia
Maryland
North Carolina
Tennessee
Virginia
West Virginia

76
100
81
99
82
81
93
92

91
78
96
109
91
87

74
104

96
72
96
106
94
86
90
86

77
103
90
105
86
83
98
77

95
76
90
101
93
82
87
103

79
105
94
108
88

88

82

84

100
82
77
94
92

1988

Tax

Rank Capacity Rank

100

100

(15)
(27)
(13)
(37)

94
77
89
99
92

(31)
(49)
(38)
(19)
(32)

79
104
94
109
91

84

(42)

84

(44)

84

101
76

(18)
(47)

85
98

(42)
(23)

104
78

(44)

100
96
82
89
108
93
83
91
88

(44)

(18)
(27)
(12)
(31)
(39)
(17)
(46)

Source: U.S. Advisory CommiRsion on Intergovernmental Relations, 1988 State Fiscal Capacity and Effort, pp. 32, 132, and 133.

.

'7.A

Tax
Effort Rank

(25)
(49)
(38)
(9)
(32)
(48)
(34)

(43)

It is apparent that the meager increase in population in West Virginia and the heavy
dependence on one mature industry has had an adverse effect on its tax capacity. These
results illustrate the sensitivity of the RTS tax capacity measure to the varying and
changing economic bases of each state.
The bar graph on Chart 1 shows South Carolina's tax capacity relative to the U.S.
average for different types of tax bases in 1988. South Carolina's capacity was below
average for every revenue base except the sales tax, in which the state approximately
equals the national level. The higher capacity for sales tax revenue is partially due to the
exportability of this tax t.o tourists.

Tax Effort
A complementary measure to the RTS tax capacity index is tax effort. While tax
capacity refers to the relative size of a state's potential tax base, tax effort indicates the
degree to which the aggregate tax base is exploited. Arithmetically, tax effort is the ratio of

tax collections to tax capacity, which is then converted into an index comparing the
individual state's tax effort to the national level.
As shown in Table 8 and Chart 1, South Carolina's tax effort jumped from 91 to 96

between 1979 and 1982. Over the next four years, the effort measure gradually decreased
to its 1986 level of 94 and climbed back to 96 in 1988. At that rate, South Carolina ranked

25th in the nation among the 50 states and.the District of Columbia in tax effort. Given its
11nderlying economic bases, the tax effort index level of 96 indicates that South Carolina's
revenue collections are slightly below the state's revenue-raising capacity.

'

79

Cha1·t 1

Total RTS Tax Capacity and Tax Effort, 1975-88
1988 RTS Tax Effort
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Source: U.S. Advisory Commission on Intergovernmental Relations, 1988 State Fiscal Capacity and
Effort, p. 111.
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Relative to the comparison states, South Carolina has the second highest t,ax effort.
Maryland is the only state in the region with a higher tax effort index. One other state,
North Carolina, has a tax effort comparable to South Carolina's. The rest of the states,
listed in descending order according to their tax efforts are Virginia, Georgia, West
Virginia, Tennessee, and Florida.
Some possible explanations for these states' tax efforts can be deduced. For example,
Maryland's tax effort ranking as highest in the region and ninth nationally can be partially
explained by the intense use of the income tax in a state with the fifth highest per capita
personal income.

Conversely, despite Florida's high tax effort for severance tax

24

and

ability to export sales t.axes, the state has the lowest tax effort. Its low effort is primarily
caused by the fact that the state makes no use of its high tax capacity for personal income.

Tax Effort by Revenue Source
South Carolina's overall tax effort index of 96 does not indicate that the tax effort
placed on every revenue base is also slightly below the national average. Table 9 presents
the 1988 tax effort index for eight selected revenue bases. In fact, the intensity of use of
these revenue sources vary considerably from the state average.

South Carolina's

individual income tax effort index of 139, for example, is far above the U.S. average. Except
for Florida and TP.nnessee, which have only nominal income tax efforts, however, South
Carolina's actual income tax collections are only slightly above average for the region.
Effort is high because average collections are obtained from a below average income tax
capacity.
User charges in South Carolina are 12th in the nation, at 134. In the Southeast, only
Georgia places a greater effort on this base.

25

At indexes of 99 and 97, South Carolina's

sales and selective sales tax efforts are the closest of all the bases to the state's total effort.
Of the revenue sources that fall well below the average national burden, property and
corporate income tax are the most notable. South Carolina's corporate income tax effort is
fourth in the region and 31st nationwide. The property tax effort is low relative to the
nation as a whole, but is average when compared to neighboring states. The state's license

tax has the lowest tax effort index at 60, and the state does not collect any revenues from
mineral wealth (severance taxes).
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Policy Implications
Table 9 is particularly useful for comparing South Carolina's tax burdens on specific
taxes with those of other states in the region. Because the effort index for each state are
calculated relative to a standardized capacity, the table presents a picture of how inten
sively each state taxes its potential bases compared to the other states. A state may then be
seen to be 11nclerutilizing or overworking a particular tax relative to the national average.

Table 9
1988 Effort Indices for Selected Revenue Bases
South Carolina and Compa,·ison
Total
Selective
Sales

General
Sales

Total

State

RTS {Rank}

Tax <Rank}

United States

100

100

South Carolina
Florida
Geor~a
Mary and
North Carolina
Tennessee
Virginia
West Virginia

St.ate
United States
South Carolina
Florida
Georgia
Maryland
North Carolina
Tennessee
Virginia
West Virginia

Taxes <Rank}
100

All
License

Individ11a l
Income

100

100

Taxes {Rank} Taxes {Rank}

96

(25)

99

(26)

97

(25)

60

(47)

139

(14)

82
89
108
93
83
91
88

(49)
(38)
(9)
(32)
(48)
(34)
(43)

108
94
82
90
146
66
87

(16)
(28)
(35)
(29)
(5)
(43)
(31)

137
73
3
96
94
116
104

(5)

80
33
72
86
87
123
92

(34)
(61)
(41)
(31)
(29)
(13)
(27)

0
119
166
147
6
117
101

-

Corporate
Income

All
Property

Tax {Rank} Taxes

100

Severance

{Rank} Taxes

100

(48)
(18)
(26)
(29)
(11)
(17)

Total

(21)
(6)
(10)
(44)
(23)
(30)

User

{Rank} RTS {Rank) Chams{Rank}

100

100

100

67

(31)

79

(37)

0

-

102

(20)

134

(12)

60
71
71
118
106
55
114

(34)
(27)
(28)
(8)
(12)
(38)
(10)

93
83
88
63
65
84
59

(25)
(35)
(32)
(42)
(41)
(34)
(43)

498
0
0
0
22
0
98

(1)

87
98
102
91
89
90
90

(46)
(26)
(19)
(39)
(42)
(40)
(41)

107
141
69
86
122
91
99

(27)
(8)
(44)
(40)
(18)
(39)
(30)

-

(26)
(14)

Source: U.S. Advisory CommiRaion on Intergovernmental Relations, 1988 State Fiscal Capacity and Effort,
pp. 32-67.
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Given that all types of taxes contain some inherent structural deficiencies and
inequities, states have tended to seek a balanced, diverse mix of revenue sources.

As

indicated in Chapter 1, the state's revenue system should promote fiscal fairness and
efficiency and enhance development of the economic base.

Thus, South Carolina

policymakers may wish to consider altering the mix of South Carolina's tax burden to bring
tax effort for specific tax bases closer to the national average. On the other hand., they may
decide that there are more important tax policy goals than interstate comparisons and may
conclude that certain unique tax characteristics are appropriat~ and beneficial to the state's
economy and population.
Regardless of the state's priorities in choosing among taxes, its total actual tax effort
is fairly close to the national level. Its effort index total of 96 means that, in general, the
state could utilize a little more of its tax bases without placing an above average burden on
them.

26

However, even if the state raised its tax effort to the national average, it still

would not raise enough revenue to meet South Carolina's high need for expenditures
highlighted in Table 3. The state's actual expenditures as a percent of its representative
expenditures is 71.9.
Given that the state already has one of the most balanced tax mixes in the region, and
that it is utilizing its tax bases at near-average levels, the state may wish to look at some
indirect ways to raise additional revenue. Instead of raising tax rates, South Carolina
could realize an increase in revenue from promoting an expansion of the economic base on
which taxes are collected. For e:xample, continuing to upgrade the state's infrastructure
and promoting the in:f111x of industries and tourism will complement the state's expanding
population and personal income. These efforts could lead to an increased sales tax base
from a growing tourist industry.

Corporate and individual income tax growth may be

helped by continuing population growth and the inflow of new industries. Also, the growth
in personal income and population above the national average might push up property
values and the property tax base.

'
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ENDNOTES
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U.S. General Accounting Office, Federal-State-Local Relations: Trends of the Piist Decade
and Emerging Issues (Washington, DC, March 1990), p.16.

2

Federal deductibility has decreased as a result of the 1986 Tax Reform Act changes,
including elimination of the sales tax deductibility and reductions in marginal tax rates.
3

U.S. General Accounting Office, p.44

4

U.S. Advisory Commission on Intergovernmental Relations,
Diversification: Local Sales Taxes. (Washington, DC, September 1989).
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5

U.S. Advisory Commission on Intergoverrimental Relations, Sig1 1ificant Features of Fiscal
Federalism: 1990 Volume 1, BudgP.t Processes and Tax System, (Washington, DC, January
1990).

6

Revenue-raising ability is calculated by ACIR by applying a uniforn1 tax system of rates
and bases in every state. Therefore, a state's tax base determines its potential tax
revenues. Referred to as the Representative Tax System, this method of comparing state
revenue-raising abilities will be discussed later in this chapter.

7

Amounts paid to other goverriments as fiscal aid in the form of shared revenues and
grants-in-aid, as reimbursements for performance of general government activities and for
specific services for the paying gover11ment (e.g., care of prisoners or contractual research),
or in lieu of taxes. Excludes amounts paid to other goverriments for purchase of
commodities, property, or utility services, any tax imposed and paid as such, and employer
contributions for social insurance--e.g., contributions to the federal gove1·1iment for old age,
survivors, disability, and health insurance for gover1iment employees.
8

All the indexes used in this chapter set the U.S. average = 100. For example, South
Carolina's total direct expenditures as a percentage of personal income is 17. 7 for 1988.
The index is calculated by dividing 17. 7 by the U.S. average level of 17.3. The result, 1.02,
is multiplied by 100 to get an index level of 102. This method is used to quickly and easily
note the variance of state levels above and below the national average.
9

Survey of Current Business, August 1989, p.34

10

The possibility of exporting taxes to nonresidents is ignored here.

11

The representative expenditure approach was developed by Robert W. Rafuse, Jr., during
the U.S. Treasury Department's studies of federal-state-local fiscal relations several years
ago. Estimates of representative expenditures for eight major categories of public spending
originally published in the Treasury report for 1984 have recently been refined and updated
for 1987 by Rafuse, Visiting Senior Fellow at ACIR.
12

Robert W. Rafuse, Jr., Representative Expenditures: Addressing the N~glected
Dimension of Fiscal Capacity, November 30, 1989 Draft, p.22
13

South Carolina's costs of living is believed to be below the national average. If this is the
case, then the purchasing power of South Carolinians is higher and the state's population
living in households with income below the poverty line is overstated.
14

The national average spending per work.load unit for public welfare is calculated by
summing actual state expenditures for every state and dividing this total by the number of
individuals living in households with income below the poverty line in the U.S.
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15

Because ~987 data ar_e used in Table 3 to calculate actual expenditures as a percentage of
representative expenditures, the results may not correlate with the 1988 actual
expenditure numbers used in Table 2.
16

The index of representative expenditures data comes from unpublished estimates,
Rafuse, p. 42.
17

Ibid., p.38.

18

Index of actual spending is not provided in this text; see Rafuse, p.38.

19

'l'axes are compulsory contributions exacted by a goverriment for public purposes.
Revenues include the income from all taxes plus all other source income, such as user
charges.
20

The percentage change in personal income is not shown in a separate column.
Information was obtained from the Survey of Current Business, 1984 and 1989.

21

Income tax refers to taxes on the net income of individuals as well as business profits.

22

ACIR has used the Representative Tax System to calculate relative revenue-raising
ability since 1962. The ·most recent revision of RTS is, U.S. Advisory Commission on
Intergovernmental Relations, 1988 State Fiscal Capacity and Effort, (Washington, DC,
February 1989).
23

Effort is a concept that relates to goverr1ment; burden relates to taxpayers. Tax effort is
a measure of the extent to which a state and its local governments are taxing their
available resources relative to the national average. Tax burden refers to which taxpayers
the tax ultimately falls.

24

Severance taxes in Florida are on oil, gas, sulfur, and solid minerals.

25

User charges is a non-tax revenue and, therefore, is included in the broader
Representative Revenue System (RRS) and not the RTS. RRS measures a state's ability to
collect tax and non-tax revenues.
26

Nonresidents are not included in the tax base even though revenue collected from them is
a part of total revenue.
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Chapter 5: Overview of the South Carolina Revenue Structtire
South Carolina governments collect revenue from three major taxes -- sales, income,
and property -- as well as a variety of minor taxes and nontax revenues. The tax structure
is closely linked to the history and structure of the state's economy and political system,
consequently reflecting the values and priorities of past decades. Only in the 1980 Census
did the majority of the state's population live in urban places for the first time, so there
remains a strongly rural flavor to the revenue system. In addition, a state that historically
has had a strong legislature, a weak gover·nor, strong municipalities, and weak counties
could be expected to have a centralized revenue system. Low property taxes are not only a
part of the state's rural past but also reflect the unwillingness of the county delegation to
impose property taxes for county services. A further reason for low property taxes was the
centralization of the political system in the General Assembly, with more reliance on
traditional state taxes to fund both state and local services.
The relatively recent adoption of a general sales tax (in the 1950s) reflected belated
concern for the quality of public education and a need for additional state revenue sources
in order to invest in the next generation. The accommodations tax, enacted in 1981, takes
advantage of a growing tourism industry. High taxes on alcoholic beverages and low taxes
on tobacco reflect a preference among vices that favors the local tobacco industry and
recog,ijzes the absence of any major alcoholic beverage production in the state.

State-Local Revenue as an Interrelated System
Since local gover,ixnents are created by the state, and have their powers and
responsibilities defined by the state, the revenue systems of state and local gover,iments
must be viewed as a single entity. It is important to look at the structure as a single
package for several reasons. First, the control over the revenue system ultimately rests
with the state. The state determines what revenue sources local governments may use and
on what terms. The state may choose to use a particular tax heavily, thereby practically if
not legally prohibiting its use by local government. Certain taxes collected by the state may
be earmarked for local use or local functions.
'

Second, local taxes are often tied to state taxes, or partially state administered. Most
states, including South Carolina, require that a state agency play some role in
administering the property tax. (Constitutional classification by use and state assessment
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of industrial property both give the state a major role in the local property tax.) Local sales
taxes are usually administered by the state, and will be in South Carolina for any counties
that adopt such a tax. Local sales taxes must use the state's definition of the sales tax base,
and only one rate -- 1 percent -- is authorized.

1

In South Carolina, many formerly local

taxes have been assumed by the state, including bank taxes, truck taxes, and others, and .
then redistributed to local governments as part of state aid to subdivisions.
Finally, the combined revenue system is the appropriate one to use for state-to-state
comparisons. A state may appear to have high local taxP.s, but closer e:xamination often
reveals that local gove.r,iments have a high degree of local autonomy and responsibility, and
that the state collects little revenue, assumes few responsibilities, ancl provides little if any
shared revenue to local gover,iments. New Ham.pshire is an extreme example of such a
pattern. At the opposite end of the spectrum, a state may appear to have high taxes, but a
closer look may reveal that local taxes are very low, the state assumes a large share of total
service responsibility, and there is substantial state collection of revenues that are destined
to be spent by local officials. Such is the case in Hawaii.
As a result of varying divisions of revenue sources and responsibilities between the

state and local levels, a more centralized state may appear to have high taxes per capita or
per $1,000 of personal income in comparison with other states when only state taxes are
considered. However, that Rame state may have a much more moderate total tax burden if
local taxes are lower than in other states. The state's share of total state-local own-source
tax revenue in South Carolina (65.3 percent in 1987) is well above the 55.5 percent national
average. As a result, as Table 1 indicates, state tax collections in South Carolina per $1,000
of personal income rank well above the U.S. average. (South Carolina ranks only 41st in
per capita general revenue because of low personal income.)

Local taxes, however,

constituted a much smaller share of personal income than the national average. Combining
the two for a total tax picture, South Carolina ranks right at the U.S. average in total state
local t.axes as a percentage of personal income.

Table 1
Comparjson of State Taxes and State/Local Taxes
as Percent of Personal Income.
State

Local

%

Rank

%

Rank

South Carolina

8.3

10

2.9

44

U .S . Average

7.0

--

4.6

--

'

State ru!d Local
%
11.22
11.57

Rank
25
--

Source: U.S. Advisory Commission on Intergovernmental Relations, Significant Features of Fiscal Federalism,
1989.
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Constitutional Constraints
The South Carolina Constitution places few constraints on the state's taxing powers,
but imposes substantial limitations on local governments. Constitutional constraints on
local governments include limits on bonded indebtedness, the classification of property by
use, and limited access to nonproperty taxes.
As indicated earlier, cities, counties, and school districts are constrained in terms of

bonded indebtedness to 8 percent of the assessed value of taxable property in their
jurisdictions. Since the property tax base is shared between these three types of
governments, the combined debt constraint is 24 percent. This constraint has limited the
ability of local governments to provide infrastructure of various kinds, although it has
sometimes been feasible to circumvent this restriction through a sale-leaseback process.
The debt limitation is similar to those of some other states, but ranks among the most
stringent in terms of limitations on local power to borrow.

2

Classification of property by use, discussed in Chapter 7, sets the assessment ratios
•

for various categories of property in five categories. While local public officials in some other
states have flexibility in setting both the assessment rate and the mill rate, in South
Carolina there is only one variable under the control of the county assessor. Thus, the state
has established the distribution of the burden among the various classes of property,
leaving the overall levy to the local government.

State Control over Local Fiscal Powers
In addition to constitutional constraints, the state exercises other forms of control
over local fiscal powers. Many of these constraints relate to the property tax, which was
until 1990 the only tax revenue source directly available to local goverr,ments. Although
most school boards are now directly elected, only thirteen school districts have complete
control over setting their mill rates to fmance the schools. In ten districts, the legislative
delegation still maintains some degree of control. In comparison, counties and
municipalities are free to set their own millage.
The homestead exemption reduces local property tax revenues, as in other states,
I

but the program is fully funded by the state and therefore generates no revenue loss to
cities and counties. School districts, however, suffer a revenue loss. All three types of local
goverr,ments lose potential revenue when there is substantial amounts of state-owned
property within the jurisdictions because such property is exempt from property tax. In a
number of other states, the state makes a payment in lieu of taxes to the local government
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in recognition of the services provided by the municipality or county to the facilities within
its limits and the loss of tax base. State colleges and universities, hospitals, prisons, and
other public facilities often involve large land areas, and without a payment in lieu of taxes,
state exemptions would limit the fiscal capacity of the local gover1 1ment. However, state
institutions are major employers and generate considerable local service demands. As .a
result, the decrease in local governments' property tax bases would be offset by an
increased sales tax base. (If the local government uses the local option sales tax.) Rural
co11nties in recent years have competed intensely to be the site of state facilities such as
prisons and hospitals because of jobs and spillovers to the local economy. However, the local
gover1iment receives no property tax revenue to pay for services provided and no
compensation for the loss of tax base.
The state also req11ires five-year exemption of non-school local property taxes for
new industry without rebating the tax revenue loss, another loss for local goverriments. In
recognition of the problem of revenue loss and the redistribution of the burden to existing
industries and home owners, county governments are now permitted to negotiate a flat fee
for services from some new industries in lieu of city, county, and school district property
taxes for industries investing $85 million or more. This fee is for twenty years and. covers
school taxes as well as city and county taxes. The state also provides and funds job tax
credits for firms in the various counties, with the size of the credit based on the cn11nty's
11nemployment rate.
The General Assembly has moved slowly in providing alternative local tax revenue
sources. The accommodations tax, although state administered and statewide rather than
local option, is a new revenue source in the last decade for local goverrim.ents, subject to
some constraints on how the revenues can be spent. The local option sales tax was approved
by voters in only six counties in November 1990. Where approved, the tax will provide an
important alternative local revenue source, but the General Assembly has likewise placed
constraints on this tax that limit its appeal to local officials and, in urban counties, its
appeal to the voters as well. The legislation required a property tax rollback to offset some
of the revenues from the sales tax and mandated sharing of revenues from the counties
receiving more than $5 million to those receiving less than $2 million.
Another important local revenue source is the annual formula-based appropriation
for state aid to subdivisions. The General Assembly's annual budget process determines
the level at which aid to subdivisions will be funded, which is rarely 100 percent of what the
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'

formula would generate. The last two years of 100 percent funding were 1985 and 1986; in
1987 the formula was funded at 91.3 percent, and in 1988 through 1990, at 85.4 percent.
This instability and uncertainty in a revenue source that accounts for about 35 percent of
local funds has been a sore point with county and municipal officials. The uncertainty is
compounded by the number of taxes (11) included in the formula. Variations in any or all of
the yields of these taxes result in large variations in the base, compounded by the year-to
year variation in the percentage of these funds that the General Assembly chooses to
appropriate. Some of the taxes included in the formula are former county taxes that were
assumed by the state and incorporated into the formula to compensate for loss of revenues,
a further point of contention between the General Assembly and local governments.
Aid to school districts comes through several legislative provisions. Like aid to cities
and counties, school aid is seldom fully funded. School aid is somewhat different from that
appropriated to cities and counties in that part of the aid is designed to compensate for the
inability of poorer school districts to generate property tax revenues to meet state
mandates.

•

State mandates are another form of state control that have concerned county and
city officials because they are rarely accompanied by any state funding. The issue of state
mandates was touched on briefly in Chapter 3 and is discussed in greater detail in a recent
South Carolina ACIR report.

3

Mandates absorb funds that would otherwise be devoted to

locally set priorities and/or force a higher mill rate than would otherwise be required.
While the state exercises considerable control over local fiscal powers, there is no
established state policy for dealing with local bankruptcies, as there are in other states.
Recent experience with a small municipality in Oconee County suggests that there is a need
to develop such a policy for both general purpose local gover,iments and special districts.
No state grants total autonomy to local gover·aiments. South Carolina, however,
appears to exercise a higher degree of central control that reflects the state's rural past, its
Civil War heritage, and the slow process of adaptation to reapportionment, urbanization,
and the demand for effective, responsive, and empowered local governments.
'

State and Local Roles in Tax Treatment of Business
The state plays the major role in determining how and how much business activity

should be taxed. The classification of property by use in the state Constitution determines
that business property will be taxed at a higher rate than real residential property (farn1
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and owner-occupied).

Business property and commercial property (including rental) is

taxed at a lower rate than industrial property. South Carolina generally t,axes business
purchases less extensively than some other states. The general exclusion of sales taxes on
services offers encouragement both to service industries and to industries that purchase a
large volume of external services for business purposes to locate in South Carolina.
Taxation of corporate income, as part of the overall income tax, is reserved to the
state. Cities and counties are permitted to levy business license fees either as a flat fee, by
category of business, or based on gross receipts. Many cities, but only a few urban counties,
have chosen to tap this revenue source. The business license fee has the effect of allowing
local business income taxes under the guise of a business license.

Responsiveness of Revenue S011rces to Economic Growth
The mix of revenue sources used in South Carolina, and their division between state
and local use, reflects a number of factors. There have been some conscious trade-offs based
on the criteria developed in Chapter 4, as well as some lagged responses to changing
political conditions. One criterion that is of particular importance to reform is the expected
future revenue yield of the state's tax system. AB the economy experiences some of the
transitions anticipated in Chapter 2, will the revenues from the existing tax structure keep
pace with the service demands?
The changes in service demands are outside the scope of this primer, except to note
that an increasing elderly population and a smaller population bulge in the lower end of the
pyramid implies more demands for health care and other services to the elderly and slower
growth of demands on the public schools. Equally important, however, is to make some
rough projections of how existing (and potential) state and local revenue sources will
respond both to economic growth and to changes in the composition of the state's population
and economic base.
For South Carolina, stability of revenue yield is a positive value that needs to be
weighed against the virtues of a highly responsive tax that will provide increasing revenue

to fund growing public service needs as income levels and population continue to rise. An
ideal tax would show considerable year-to-year stability, with gradual growth keeping pace
with personal income growth. In particular, the ideal tax would not show great sensitivity

to downturns in economic activity. It would also track nominal income rather than real
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income, because the cost of operating state anti local goverr1ments rises along with the price
level. (Since labor costs are a large share of state and local spending, keeping wages in line
with the cost of living is a major reason for needing revenues to keep pace with inflation.)
However, a tax that is highly sensitive to inflation may divert more revenues to the public
sector than was intended. Progressive income taxes are the chief source of such an
"inflation dividend'1 for the public sector. South Carolina has indexed tax brackets in some
years and not in others. Tax brackets were indexed in 1984 and 1985. After skipping the
next four years, there will be partial indexing in 1990 and 1991. Since the federal tax code
provides for indexing of exemptions and the standard deduction, and the South Carolina
income tax is coupled to the federal tax, those aspects of the state income tax are indexed.
Typically, a state income tax is the most responsive antl the least stable revenue
source. In the last decade, the growth of state income tax l'evenues has far outpaced the
growth of nominal personal income. Sales taxes are closer to the ideal in terms of stability
and growth, although they are often criticized on other grounds, particularly equity.
Historically, property taxes have been somewhat unresponsive to growth, However, with
more frequent revaluation and with the dramatic increases in real estate values in the last
two decades, this tax has also offered some responsiveness.

How Responsive is the Income Tax?
South Carolina personal income tax collections track personal income quite well.
Estimates for other states find that this tax shows a revenue increase of 1.4 percent to 2.2
percent for every 1 percent increase in real income (income adjusted for inflation).

4

Where

the income tax is more progressive, the responsiveness is toward the higher end of that
range. Thus, in a typical state, if personal income doubled over a decade or two, revenues
from the state income tax could be expected to triple without any adjustment in rates.
Even if a state's personal income tax does not have a highly progressive rate
structure, the use of personal exemptions and standard deductions gives the tax some
progressivity. For e:xample, if the typical family was entitled to exclude $8,000 in income
from taxes through deductions and personal exemptions, then even a flat rate tax of 5
percent would produce the following (progressive) results:

'
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Family Income

Taxable Income

Tax

Tax as%
of Income
0%

$5,000

$0

$0

10,000

2,000

100

1

15,000

7,000

350

2.3

20,000

12,000

600

3

100,000

92,000

4,600

5

Thus, deductions and exemptions alone create some progressivity that will make
revenue more sensitive to fluctuations and growth in personal income. During recessions, a
large number of low-income families will be removed from the tax rolls entirely, while
others fall in lower brackets. During expansions, newly employed persons become
taxpayers, and current taxpayers work a larger part of the year and longer weekly hours. A
larger share of their income will be taxable, and if the rate structure is progressive, these
households will find themselves in higher tax brackets. These factors make the income tax
quite sensitive to changes in aggregate personal income even with a limited range of rates.
The income tax is also highly sensitive to inflation. If exemptions and tax brackets
are not indexed for inflation, higher price levels will quickly erode the value of personal
exemptions and push people into higher tax brackets. Indexation of personal exemptions,
standard deductions, and tax brackets have provided some protection for South Carolina's
taxpayers.
The relationship between income tax revenues and changes in income is quite
volatile, even when rates and other elements of the tax structure are stable. During the
period 1979-1985, there were no major changes in the state income tax, but the ratio of
changes in income tax collections to changes in income varied greatly, from a low of 73
percent to a high of 148 percent. In most years, income tax revenue grew at a rate from 5
percent to 18 percent faster than personal income.
Projections for the 1990's indicate slow but steady growth for the U.S. economy, but
as Chapter 2 indicated, South Carolina is expected to grow more rapidly than the national
economy. Thus, the income tax will continue to provide a stable but growing revenue
source. Three other trends identified in Chapter 2 have particular bearing on income tax
revenues. First, the increased share of pension, dividend, and interest income may cause
income tax revenues to lag behind income growth. As a result of recent changes in
treatment of pensions, $3,000 of both state and federal pensions will be exempt from income
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taxes. Prior to 1989, all state pensions and the frrst $3,000 of federal pensions were exempt.
Retired state employees were compensated for the loss of the tax exemption with an
adjustment in their pensions. While there is a net gain of tax revenue, it is offset by
increased payments of retirement benefits in a unified budget. Interest and dividend
income has been more likely to escape taxation than wage income, also suggesting slower
growth of income tax revenues than one would project purely on the basis of personal
income. However, efforts in recent years to share tax information with the federal
gover,,ment has increased coverage of non-wage income.
Second, the trend toward multiple earner families also has some interesting
implications for income tax revenues. Prior to the 1985 reform, South Carolina's income tax
code offered substantial advantages to separate over joint return1::1 for two-earner
households. Coupling to the federal income tax has resulted in increased revenue from two
earner families, only partly offset by the retention of the two-earner tax credit (which was
deleted from the federal tax code in the 1986 reforms). Thus, a two-earner family will now
generate more revenue than two single persons with the same combined income. As the
trend toward two-earner families continues, the result will be higher state income tax
revenues out of a given level of personal income. Offsetting that trend to some extent will be
demographic trends toward later marriages and more divorces.
Finally, the shift from manufacturing toward a growing service sector, a national
trend just now rear.bing South Carolina, has uncertain implications for ear1 1ings and
therefore for income taxes. South Carolina's manufacturing sector remains strong and is
moving toward higher wage jobs, with a strong positive impact on income tax revenues. A
growing service sector tends to have a bimodal distribution of employment, with both a low
wage service sector (especially in tourism) and a high-wage sector in professional and
technical services. No clear direction of impact on income tax revenues can be deduced from
this trend.
The net effect of the economic trends described in Chapter 3 is probably moderately
negative. The increase in two-earner households has nearly peaked, as female labor
participation rates have risen over the last few decades, while the relative number of single
households anrl the retirement-related negative trends will continue to rise. Overall,
however, we can expect that the st~te income tax in its present form will continue to
provide a productive revenue source for the state in the next few decades.
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The corporate component of the income tax is more difficult to forecast. Corporate
profits are notoriously unstable, and with unstable profits come unstable revenues from the
corporate income tax. The responsiveness of South Carolina's corporate income tax
revenues to a 1 percent change in personal income ranges from 0.9 percent to 2.2 percent.
Continued movement away from manufacturing toward services is likely to shift some
business income from the corporate sector to the personal sector as income from
proprietorships and partnerships. Thus, measuring changes in corporate income tax
collections is a poor proxy for measuring the tax impact of business activity outside of labor
•

mcome.

How Responsive is the Sales Tax?
Revenue from the general sales tax is closely linked to income, but is in general more
stable than income tax revenue. From 1978 to 1984 (the rate was raised in 1985), a 1
percent increase in state personal income resulted in a change in sales tax revenue ranging
from 0.8 percent to 1.5 percent in South Carolina. There was considerable variation from
year to year. Retail sales track both GNP and personal income quite closely on a national
basis, but the mix of taxable items and nontaxable items can vary somewhat more from
year to year. In South Carolina, the ratio of net taxR.ble sales to gross sales ranged from 51
percent to 54 percent from 1982 to 1986, with a slight upward trend.

An increase in the sales tax rate should produce a slightly less than proportional
increase in tax revenues, other things being equal. Among the most important other factors
are the sales tax rates in neighboring states. A higher tax may induce some modest decline
in spending, and increase the incentive to purchase out-of-state either directly or by mail
order to avoid the tax or to pay a lower tax in another state. However, when South Carolina
raised the tax from 4 percent to 5 percent in 1985, no discerrilble effects on sales were
observed. The ratio of sales tax collection to personal income rose from 2.19 percent in 1984
(before the tax increase) to 3.14 percent (after the tax increase). Part of this increase was
due to the fact that the share of sales that was taxable rose from 52 percent to 54 percent,
and part of it was due to the 25 percent increase in the rate (from 4 percent to 5 percent).
Together, these two factors acco11nt for an increase in the percentage of income collected in
sales tax to only 2.83 percent. Thus, despite the tax hike, sales tax collections in South
'

Carolina increased relative to personal income. States such as Connecticut (with an 8
percent sales tax) have observed some shifting of sales to other states as a result of high
sales taxes, but South Carolina has apparently kept its tax rate in a competitive range.
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General sales tax revenues for the next two decades will be affected by several of the
trends identified in Chapter 2 as well as by the use of local sales taxes. An expansion of the
service sector will reduce sales t.ax revenues relative to personal income because few
services are taxP.d in South Carolina. Rising personal income in general favors sales of
services over goods, slowing the growth of revenues from the retail sales tax, The impact of
demographic chariges is less clear. Younger families and lower income families tend to
spend more on food, clothing, and other taxable purchases, while older and higher income
families are likely to consume more services. As the population ages and incomes continue
to rise, therefore, there may be some erosion of the sales tax base unless the base is
extended to include more services.
Selective sales taxes generally are quite unresponsive to changes in personal income.
Revenue increases by much less than 1 percent for each 1 percent increase in personal
income. These taxes are generally placed on items whose purchases are quite insensitive to
changes in income. In South Carolina, as well as elsewhere, revenues from selective sales
taxes have shown very little growth over the last few years.
South Carolina uses these taxes more intensively than many other states. In 1986,
selective sales taxes in South Carolina constituted 1.52 percent of personal income,
compared to a U.S. average of 1.34 percent. (Per capita, South Carolina collected $159
compared to a U.S. average of $184.) Table 2 shows South Carolina's revenues from the
major selective sales taxes from 1983 to 1988.

Total revenues from these six taxes

increased only 17 .5 percent over the five years, less than the increase in personal income or
even the inflation rate. Two modest increases in rates took place during this period, a 7
percent increase in the alcoholic liquors tax and a 2 cent hike in the gasoline tax.
The fact that these taxes (except for the admissions tax) are not sensitive to income
is not the only reason for their relative decline. A second reason is that these taxes, except
for the admissions tax, are specific taxes rather than ad valorem taxes. A specific tax is
stated as so many cents per pack, gallon, or other unit (e.g., 7 cents per pack of cigarettes).
Revenue from a specific tax does not change when the price of the commodity changes, only
when there is a change in quantity sold. Revenue from an ad valorem tax, which is stated
as a percentage of the selling price (such as the general sales tax), will rise with increases
in the price level.
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Finally, even if the taxes were ad valorem and sensitive to income, their revenue
productivity is vulnerable to life-style changes. Trends in the 1980's showed a steady move
toward reduced per capita consumption of alcohol, particularly liquors. The 1990's are
expected to see further reductions in consumption of alcoholic beverages, gasoline, and
electric power. Reduced consumption of gasoline and electric power in order to improve air .
quality will affect revenues from those taxes. Thus, selective sales taxes as presently
structured can be expected to continue to decline in both relative and absolute importance
as a revenue source in the future.

Table 2
South Carolina Revenue From Selective Sales Taxes 1983-1988

1983

1984

1985

1986

1987

1988

A.dmissions
Revenue
$5,457,562
% all St. Tax Rev
0.29%

$6,050,777
0.28%

$6,160,122
0.27%

$6,415,928
2.60%

$6,618,418
0.25%

$7,064,901
0.24%

Alcoholic Liquor
Revenue
$43,612,978
% all St. Tax Rev
2.28%

$43,863,946
2.03%

$43,402,169
1.87%

$46,212,063
1.87%

$45,669,713
1.72%

$46,462,814
1.61%

Beer&Wine
Revenue
$61,458,463
% all St. Tax Rev
3.21%

$58,729,196
2.71%

$60,026,647
2.59%

$62,487,593
2.53%

$66,619,090
2.51%

$67,654,786
2.34%

Electric Power
Revenue
$12,435,320
% all St. Tax Rev
0.65%

$13,076,362
0.60%

$13,411,125
0.57%

$12,653,329
0.51 %

$13,240,819
0.49%

$119,617,402
0.68%

Gasoline (Co11nties)
Revenue
$14,330,414
% all St. Tax Rev
0.74%

$15,428,429
0.71%

$15,902,373
0.68%

$16,341,384
0.66%

$16,841,621
0.63%

$17,156,742
0.59%

Soft Drinks
Revenue
$13,838,959
% all St. Tax Rev
0.72%

$13,192,015
0.61%

$14,969,762
0.64%

$18,029,160
0.73%

$18,868,265
0.71%

$19,563,764
0.68%

Total
(6 selective sales tax'i's)
Revenue
$151,133,696
% all St. Tax Rev
7.60%

$150,340,725
6.69%

$153,872,198
6.38%

$162,139,457
6.60%

$167,857,926
6.09%

$177,520,409
6.15%

Tax

Source: South Carolina Statistical Abstract, 1987-88 and 1989-90.

Local Revenue Sources
Local gover1 1J11ents rely primarily on property taxes as a revenue source. The other
two tax-based revenue sources are the 2 percent accommodations tax surcharge on the sales
tax, returned to the place of origin, and state aid to subdivisions, which is based on revenue
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generated by a number of selective sales ancl other specialized taxes.
however, rely entirely on property taxes and state aid.

School districts,

The property tax is generally

believed to be quite stable, but it tends to lag economic growth and inflation.

The

accommodations tax, instituted in 1982, has proved to be a very productive revenue source
that is highly sensitive to income.
State aid to cities and counties reflects a mixture of eleven taxes, of which only the
small part of the income tax in the formula is very sensitive to income changes. As
indicated earlier, selective sales taxes, which make up most of the formula, have shown
much slower growth in recent years than other state and local revenue sources. In addition,
the percentage of the formula that is actually funded by the state varies considerably from
year to year. Even if the base were sensitive to increases in income, the legislative
uncertainty does not make this revenue source one that cities and counties can count on to
fund growing demands for local public services.

Nontax Revenues
Both the state and local governments rely on a number of other sources, principally
fees and charges. There is no way to measure the sensitivity of these revenue sources to
changes in personal income, because the mix of items subject to fees and charges and the
level of the fee both change from year to year. In general, demand for public services subject
to fees probably grows more slowly than income.

Many of these fees are charged for

services provided primarily to lower and middle income families. As incomes rise, families
can shift to private providers of transportation, health care, and other such services.
However, revenue from such sources as public golf course and tennis court fees, museum
admissions, parking, airport fees, hunting and fishing licenses, business licenses, and
recreation programs tends to be much more responsive to rising income. Water and sewer
service revenue and other public utility revenue is primarily a function of population rather
than income.
It is possible to design fees and charges so as to make them more sensitive to income
'

by the use of sliding scale (ability to pay) fees where appropriate. Motor vehicle license fees
can be made more sensitive to income levels and income changes if these fees are related to
'

the weight or the value of the vehicle rather than a flat rate. Higher fees for vanity plates in
some states have proved to be a productive minor revenue source that will also be sensitive
to rising income levels. In general, it is possible to build a degree of progressivity into fees
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and charges that will not only increase the equity of the tax burden but also make this
revenue source more responsive to growth in income than it is at present.

Options for Refor,11

•

Option #1 The degree of centralization in South Carolina's revenue system may have been
appropriate for a rural/agricultural state, but should be reexamined in the light of growing
urbanization.

Alternative local revenue sources and debt limitations are two items

particularly worth reviewing.

Option #2 The decision to couple the state income tax to the federal t.ax has offered
numerous advantages in simplicity and lower costs of compliance and collections. Any
reforms in order to accomplish other objectives, such as relief for the poor, must be weighed
against increasing the complexity of a system that is presently very easy to administer and
to understand.

Option #3 The tax treatment of business in South Carolina, as in all states, represents a
trade-off between short-tern1 revenue needs and the desire to attract industry to the state
by offering a competitive tax package. Tax provisions intended to help with recruiting
industry should be reviewed regularly to weigh the revenue loss against the benefits.

Option #4 The tax consequences of a growing retired population spread through both the
expenditure and the revenue side of the budget. On the revenue side, such issues as
treatment of pension income, capturing revenues from passive income (interest and
dividends), and property tax relief for the elderly should be carefully examined in the light
of a gruwiI)g retired population.

100

ENDNOTES
1

Most states require a single base; some have uniform statewide rates for the local tax,
some offer local option on use only, and others offer local option on use and rates within a
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Chapter 6: State Taxes and Options for Reform
South Carolina uses two major taxes, the general sales tax and the personal/corporate
income tax, in about equal proportions. In addition to the general sales tax, the state also
levies a number of selective sales taxes and other minor taxes, including the insurance tax,
bank tax, and estate tax. This chapter exam.ines the major structural features of these
taxes and identifies options for reforming each tax_

The South Carolina Personal Income Tax
Like forty other states and the District of Columbia, South Carolina relies on the
personal income tax as a major state revenue source. An additional three states have
limited taxation of interest and dividend income, but not a broad based income tax.

Development of the Income Tax
The income tax was originally enacted in 1926. Withholding has been used to collect
the income tax since 1960. The most sig,iificant reforn1 in the South Carolina income tax
took place in 1985, when the t,ax was coupled to the federal income tax, using the federal
definition oft,axable income with only a few modifications.

Yield
Personal and corporate income taxes combined contribute about 36 percent of total
state tax revenues in South Carolina in 1987, with 30 percent derived from the personal
income tax and 6 percent from the corporate income tax (discussed below). South Carolina
is right at the U.S. average in reliance on the personal income tax and somewhat below
average in use of corporate income taxes (U.S. average: 8.3 percent). Individual income
taxes represent 12 percent of total state and local combined revenues across the nation,
ranging up to 22.5 percent in Maryland. South Carolina is slightly above the U.S. average
at 13.8 percent.
'

Another useful indicator of the intensity with which this tax is used comes from the
anntlal computations of the Representative Tax System by the U.S. Advisory Commission
on Intergovernmental Relations, which examines tax capacity and -tax effort for the major
taxes used by the fifty states.

1

Tax capacity measures the revenue that could have been

raised by each state had it used the national average rate for each tax with the typical
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exemptions. South Carolina was rated 40th in the nation in personal income tax capacity in
1986. However, the state was rated 17th in personal income tax effort, which compares
actual collections to tax capacity. This ranking indicates that South Carolina is using this
tax more intensively than the average state (including those states with no personal income
tax or very limited personal income taxes).
Personal income taxes accounted for 2.64 percent of personal income in South
Carolina in 1987, compared to a U.S. average for all states of 2.37 percent. Because South
Carolina is a relatively poor state, per capita collections for the personal income tax were
only $295, compared to a U.S. average of $344.

Basic Features
States generally link their personal income taxes to the federal income tax in one of
three ways:
1) using the federal definition of adjusted gross income and applying their own
exemptions, deductions, and rate schedule to determine tax due (33 states);
2) using the federal definition of taxable income (which incorporates federal
exemptions and deductions) with little or no modification and applying their own
rate schedules to determine tax due (5 states); or
3) using federal tax liability as a starting point and computing state taxes as a
percentage of that figure (3 states).
Until 1985, South Carolina fell into the first category. Since 1985, South Carolina has
moved into the second category, using the federal definition of taxable income as a starting
point. This change has greatly simplified the filing of state income tax returns. However,
states in the second and third categories experience changes in income tax revenues every
time there is a change in the federal income tax code, which occurs rather frequently. In
1986, immediately after South Carolina's conversion from adjusted gross income to taxsible
income as a starting point, there was a major overhaul of the federal income tax code to
broaden the base, shift some of the burden to corporations, and lower the rate. The effect of
the 1986 tax reform on South Carolina's revenues is not easy to determine. From 1985 to
1987, personal income rose 10.6 percent while state income tax revenues rose 14.5 percent.
Since the income tax is normally highly responsive to income growth, there is no indication
that federal tax reform resulted in any measurable increase in revenue to the state.
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The shift to the federal definition of taxable income meant that there was minimal
use of the state income tax to accomplish other specific objectives, such as integration of the
income tax with other state and local taxes. Some other states provide property tax relief
through the income tax in the form of a circuit breaker, which is a rebate of part of the
property tax liability to designated groups (low income, elderly, home owners, or disabled).
Other states provide sales tax relief through a food tax credit on the income tax, as South
Carolina did briefly between raising the sales tax in 1984 and linking the income tax to the
federal income tax in 1985. South Carolina provides only a limited number of adjustments
to the federal definition of taxable income. The state has retained the two-earner tax credit
that was eliminated in the 1986 Federal Tax Reform Act. In addition, the state income tax
provides for a number of other special adjustments, most of them relating to income from
public sector pensions and from U.S. gover,iment or municipal bonds. For the typical
taxpayer who is not retired and does not itemize, the definition of taxable income is the
same as the federal definition. l,inking to the federal income tax has also meant a loss of
the deduction for federal income taxes on the state income tax--a deduction previously
limited to a maximum of.$500 per taxpayer. This deduction benefited more higher income
taxpayers, so its elimination made the state tax slightly more progressive. Since taxpayers
must add in any itemized deduction for state income taxes before computing taxable
income, South Carolina taxpayers do not receive a deduction for state income taxes on their
state income tax returns.
South Carolina's personal income tax rates range from 2.75 percent on the first dollar
of taxable income (with the same exemptions and deductions, for the most part, as the
federal income tax) to 7 percent on taxable income of approximately $10,000 or more.

2

The

lowest rate dropped to 2.75 percent for 1990 and is scheduled to drop to 2.5 percent in 1991.
3

Four states use a single flat rate; one state (Massachusetts) has two rates, a lower rate on
earned income and a higher rate on interest and dividends. New Jersey applies only two
rates, 2 percent and 3.5 percent, to all types of income.
Thirty-three states show more progressivity in their income taxes than these four.
Three states (Nebraska, Rhode Island, and Vermont) let the federal income tax code
determine the progressivity of their state income taxes by making the state income tax
liability a fixed percentage of federal income tax liability. The remaining 28 states and the
District of Columbia all have personal income taxes with some similarities to the South
Carolina tax. That is, they have a range of rates that applies to a range of taxable income
brackets and their definitions of taxable income usually provide for standard and itemized

'
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deductions and personal exemptions. Among these states, eleven have lowest bracket tax
rates that are lower than South Carolina's, ranging from 0.5 percent to 1.5 percent. Twenty
states have a top rate that is higher than South Carolina's top rate of 7 percent, with a
range from 7.5 percent in Idaho to 14 percent in Mjnnesota. Twenty states have top income
brackets that extend beyond South Carolina's $10,000, ranging up to a top bracket of
$100,000+ in Ohio and New Mexico (taxed at rates of 9.025 percent and 7.8 percent,
respectively.) Thus, the South Carolina tax system lies toward the less progressive end of
the spectrum both in terms of the highest bracket and in terms of the range of rates.

Distribution of the Tax B11rden
The income tax plays a critical role in determining the distribution of the overall state
and local tax burden because it is the only one of the three major taxes (income, sales, and
property) that can be designed to be progressive. Since the South Carolina definition of
t.axable income is now linked closely to the federal definition, South Carolina's income tax,
like the federal income tax, exempts most households below the poverty threshold from any
income tax liability. However, progressivity is much more complex than just exempting the
poor. The progressivity of an income tax reflects the range of rates, the range of income
brackets to which the rates apply, and/or the size of the personal exemption and standard
deduction.

Exempting a threshold level of income through personal exemptions and a

standard deduction makes any income tax system progressive, even one with only a single
tax rate.

4

The rate structure can then reinforce the progressivity. Thus, a state with high

personal exemptions, high standard deductions, a low first bracket rate, a high top bracket
rate, and fairly broad brackets would have a very progressive personal income tax. The
South Carolina income tax was mildly progressive prior to 1985 when the definition of
taxable income was changed to conform to the federal definition, and it remains mildly
progressive, slightly more so in the wake of federal tax reform.
The degree of progressivity of an income tax is measured by what happens to the
average rate as income rises. If the average rises sharply, the system is more progressive.
If the top bracket is reached at a relatively modest income level, the system is less
progressive than one that continues to add brackets with higher marginal rates as income
rises. In South Carolina, the top bracket is reached at a taxable income of $10,000. Using
the standard deduction, and one exemption for the single person and four for the joint
return, the top bracket income would be reached at an adjusted gross income of $15,100 for
the single person and $23,200 for the family of four--somewhat less than the average South
Carolina family income. A tax system that charges an initial rate of 2.75 percent and rises
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to a maximum of 7 percent is not unduly burdensome on those just above the poverty level,
but it does fail to exploit the possibility of raising a larger share of state revenue from
higher income fam.ilies through additional tax brackets beyond the current maximum. To
the extent that higher income families are undertaxed, more of the burden of raising
revenue is shifted away from the income tax toward sales and property taxes, making the
state's overall revenue system less progressive. In addition, although a larger amount is
exempt from taxation because of higher personal exemptions and. standard deduction, the
initial combined federal-state income tax rate for those just above that threshold increased
sharply as a result of state reforms in 1985 and federal tax reforms in 1986. Prior to 1985,
the first dollar of taxable income was subject to 11 percent federal income tax and 2 percent
state t.ax- Now the rates are 15 percent and 2. 75 percent, so the combined rate has risen
from 13 percent to 17. 7 5 percent--an increase of 3 7 percent.

Retirees
An important income tax issue for South Carolina, which has been attracting an
increasing inflow of retired persons, is the appropriate treatment of retirement income.
Recent court decisions have forced the state to treat federal retirees in the same fashion as
retired state employees. At present, taxpayers are allowed to exclude from taxable income
any Social Security benefits (partly taxed on the federal return) and the first $3,000 of
income from a retirement plan_ Since this $3,000 exclusion is not indexed, its value will
decline over time.

Some of these exclusions can be rationalized on the basis that the

taxpayer is receiving benefits from money set aside or paid into a plan that was subject to
income tax at the time it was earned, e.g., Social Security. However, many of these income
sources were originally tax deferred and thus receive a double exclusion. In addition, the
issue raised in other states of whether state retirement income is taxable as deferred
compensation in the state of origin or in the current state of residence has not yet been
resolved. If this issue is resolved in favor of the state of residence, South Carolina will keep
revenue generated by retirees moving in from other states. If it is resolved for the state of
origin, South Carolina will lose those revenues but gain some revenue from state retirees
who have relocated to other states.
I

The appropriate treatment of various types of retirement income is a complex
question involving equity across generations and within generations. Poverty among the
elderly has declined sharply in the last two decades, and many of today's retirees-
particularly those moving in from other states--are quite able to pay a reasonable share of
state taxes. On the other hand, competition among states for a ''retirement industry'' may
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put pressure on the General Assembly to enact income tax provisions that favor retirement
•

mcome.

Tax Administration
The income tax is administered by the South Carolina Tax Commission, in ·
partnership with taxpayers who must file returns and with employers who are required to
withhold the tax from wages and salaries. Ljnkine the tax to the federal tax has simplified
both administration and compliance. There are advantages and disadvantages to coupling.
Any changes in the federal income tax that affect taxable income will also change the base
of the South Carolina tax. There is always a possibility that avoidance or evasion that
occurs in federal income tax because of inadequate federal enforcement resources (such loss
is now estimated to be $100 billion a year) will be mirrored in a state's tax collections.
However, coupling provides the two collection agencies with the same data base, and South
Carolina has been using conformity to federal income tax in order to develop a joint audit
capability. The result has been considerable improvement in collections and enforcements
through independent audits. The likelihood of audit in South Carolina is now much higher
than for the federal income tax_ At this writing, South Carolina's venture in the joint
auditing process is unique among the forty states with income taxes.

Rating the Income Tax
In general, the income tax receives high marks in South Carolina.

The personal

income tax has proved to be a very productive revenue source, and is the only progressive
component in the state-local tax system, thus earning high marks for equity. Because of the
link to the federal income tax, compliance and administrative costs are fairly low, and the
t.ax is relatively simple compared to years prior to 1985. Because the tax is in line with
those of neighboring states (except for Florida, which has no individual income tax), it
should not be a sigr,lficant deterrent to business or residential locational choice.
The incentive effects of a state income tax must be evaluated in a context of the
combined state and federal marginal rate. It is the rate that an individual pays on the next
dollar of income that infl.uences work effort and investment decisions. The combined
federal-state rate has fallen for higher income individuals and risen for lower income
individuals since 1985. At the bottom of the scale, the rate on the first dollar of taxable
income, the marginal rate has risen from 13 percent (11 percent federal, 2 percent state) to
17.75 percent (15 percent federal, 2.75 percent state). At the top of the scale, some
individuals face a combined rate of 35 percent (28 percent federal, 7 percent state), while
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households with joint returns showing taxable income in the $70,000 to $155,000 range face
a combined rate of 38 percent due to peculiar features of the federal tax. 5 The top rates
have fallen from a combined 56 percent as a result of the 1986 federal tax reform. Thus,
overall income tax rates have shifted so as to encourage work effort and investment at the
top of the scale, while discouraging effort at the lower end.

Options for Refor111
The suggestions for reform in this section, and in subsequent sections, will increase
revenue in some cases and reduce revenue in others. Revenue needs to be an important
consideration in tax reform, whether the reforn1 is related to a perceived need to raise more
revenue or whether it is intended to be revenue-neutral, focused on the distribution of the
tax burden and other effects of the tax. It is also possible to package several reforms
together, combining some that increase revenue with others that reduce it.
South Carolina's income tax has undergone a fairly recent reform. Because income
taxes figure heavily into·personal planning, some stability in the income tax i.s an attractive
feature that must be weighed against any proposed improvements for equity, efficiency,
revenue, or other considerations.
South Carolina's income tax has now been linked to the federal income tax for five
years, with gains in adminiFJtrative simplicity offset by some loss of control. This linkage
can remain strong for the benefit of taxpayers and tax administrators while at the same
time making modifications to accomplish specific statewide objectives.

Option #1 Some proposed modifications of the personal income tax that may deserve
discussion are reinstatement of the food tax credit, discussed below in the sales tax section,
and a circuit breaker for property tax relief, discussed in the next chapter.' However, both of
these changes would reduce revenue, and increase the complexity of the tax.

Option #2 Indexation of the income tax, or any tax with a progressive rate structure, is
·

important in preserving the distribution from year to year and in not making tax revenues
overly sensitive to inflation. South Carolina is currently indexing tax brackets. Whether to
make indexation automatic or to tie it to the state's overall revenue picture is an issue that
merits careful consideration.
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Option #3 The appropriate treatment of various types of retirement income is a matter
that needs to be addressed by all states using broad-based income taxes. Uniformity of
treatment, equity, and attractiveness of the state to retirees are major issues in such a
debate.

Taxation of Business
Typically, one of the major revenue sources deriving from business activity in a state
will be the corporate income tax. While the net income of partnerships and proprietorships
is subject to personal income taxation only, the net income of corporations is taxed
separately. Dividends paid to stockholders are taxed again as part of the personal income
tax base in states with broad-based income taxes. The corporate income tax is not a major
revenue source for South Carolina. The corporate income tax was recently reduced from 6
percent to a flat rate of 5 percent, (while neighboring North Carolina raised its rate from 6
percent to 7 percent).

In 1987, this tax raised only about 6 percent of total state tax

revenues. The state's corporate income tax capacity, according to the Representative Tax
System, is not that far below the national average; at 90.4 percent of the U.S. average,
South Carolina ranks 27th among fifty states and the District of Columbia. However, low
tax rates reduce tax effort on this tax to only 59.3 percent of the U.S. average with a rank of
40.
Like other states, South Carolina also has several minor taxes on particular types of
business activity, including the franchise tax and the chain store tax. The franchise tax is a
flat fee of $15 plus 0.1 percent of retained earriings. The chain store tax of$50 is a one time
fee for each branch, establishment, or agency.

The South Carolina Sales Tax
Like forty-four other states and the District of Columbia, South Carolina levies a
general sales tax. A general sales tax differs from a selective sales tax in that it covers all
transactions except those specifically exempt, whereas a selective tax covers only specific
enumerated items at rates usually different from that of the general sales tax. Selective
sales taxes, called excise taxes at the federal level, are considered later in this section.
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The sales tax is the most widely used state tax. In the annual public opinion poll
commissioned by the U.S. Advisory Commission on Intergovernmental Relations (ACIR),
the general sales tax is quite consistently perceived as fairer than the federal income tax or
6
the property tax,
In addition to state sales taxes, there are local sales taxes imposed by approximately
7,000 cities, towns, counties, boroughs, parishes, school districts, transit districts, and other
local gove1·1 1ments in thirty states. Local governments in Pennsylvania and a few in South
Carolina will soon add to that number as they take advantage of recent state authorizations
to impose local sales taxes.

Development of the Sales Tax
Nationally, the state sales tax evolved from various business occupation taxes on
merchants' sales, purchase, and receipts. The first state sales tax was introduced by
Mississippi in 1932. State sales t.axes spread rapidly during the Great Depression as states
saw their revenues shrink and their expenditure demand soar.
South Carolina first adopted a general sales tax in 1951, at a rate of 2.75 percent,
with revenues earmarked for the public schools. The rate was increase to 4 percent in 1969
and to 5 percent in 1984. Revenues continue to be earmarked for education, with the 1984
increase specifically dedicated to funding the Educational Improvement Act. In legislation
passed in January 1990, municipalities and co11nties were directed to hold referenda to
detern1ine whether to implement a local option sales tax at a rate of 1 percent. The local
sales tax is discussed in the next chapter.

Yield
The general sales tax accounts for 15.5 percent of all state and local revenues in
South Carolina (national average: 14 percent); 28.3 percent of all state revenues (national
average: 19 percent), and 37.2 percent of all state tax revenues (U.S. average: 32.2 percent).
As cities and counties begin to take advantage of the local option sales tax, we can expect

that combined state and local dependence on the sales tax will be even higher in South
Carolina relative to the nation than it is presently.
Two measures of the burden of the sales tax that are useful in making interstate
comparisons are the per capita yield of the sales tax and the yield per $1,000 of personal
income. In 1988, South Carolina state and local governments collected $360 per capita from
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the sales tax, below the U.S. average of $428 (which includes the five states with no general
sales tax). The sales tax was 3 percent of state personal income, above the U.S. average of
2.8 percent. The state ranked 31st in per capita revenue from the general sales tax.

7

South Carolina ranked 41st among the states in general sales tax capacity index for
1988. This ranking meani:i that if South Carolina had used the tax at the national average
rate, exempting food and a few other widely exempt items, its per capita yield would have
been only 86 percent of the national average. Low tax capacity reflects the state's low
ranking in per capita income. However, South Carolina ranked 26th in the tax effort index
for the sales tax, at 99 percent of the national average, indicating that the state is using
this tax at an average intensity.

8

This ranking reflects the use of an average rate with

fewer than average exemptions.

Rates
Sales tax rates in other states range from 2. 75 percent to 8 percent, with local taxes
added on bringing the maximum to 9 percent (New Orleans). South Carolina's 5 percent
sales tax is right at the national median for state sales taxes; 14 states have higher rates
and 20 lower, and 11 use a 5 percent rate. The proposed 1 percent rate for the local option
tax is also the most commonly used local rate.
The 2 percent differential sales tax Qn accommodations returned to local gover1iments
is more properly viewed as an excise or selective sales tax and will be considered in the next
chapter. The $300 cap on the sales tax for automobiles (as well as aircraft, motorcycles,
boats, trailers, recreational vehicles, semitrailers, and purchases of office equipment and
musical instruments by churches) is a relatively uncommon practice, recently modified in
the neighboring state of North Carolina. This cap contributes to the regressivity of the sales
tax, since the t,ax is the same on all such purchases priced at $6,000 and above.
States are somewhat constrained in raising sales tax rates by the fact that buyers
have two alternatives; they can shop in other states, particularly if they live close to the
state line, or they can order by mail. (The mail order issue is discussed below.) A close look
at the distribution of rates across the country shows that most states are somewhat
sensitive to the rates imposed by their neighbors. Certainly, South Carolina is attuned to
the combined state-local rates in neighboring states. The state's current 5 percent rate is
well in line with neighbors Georgia (5-6 percent), North Carolina (5 percent), Florida (6
percent plus a few county taxes, but food is exempt), and. Tennessee (5.5 percent plus local
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taxes where applicable). Studies indicate that sales in border areas are quite sensitive to
changes in the sales tax differential, particularly for big ticket items.

9

Coverage
A major difference between state sales tax systems is in coverage, i.e., what items are
subject to tax and what items are exempt. A broad base with minimal exemptions has two
major advantages. First, it provides more revenue. Second, it reduces compliance costs for
retailers, who do not need to separate taxable from nontaxable purchases. Since a general
sales tax is an ''everything but... " type of tax, each exemption must be scrutinized to see
whether the benefits of the exemption in terms of some social or economic objective are
worth the loss of revenue and the added complexity of administration and compliance.
Usually, exemptions are justified as (1) reducing the burden on the poor (or the elderly, or
the ill, or some other group); (2) encouraging consumption of some desirable item; or (3)
reducing compliance/administrative cost by exempting groups or categories of buyers/sellers
for whom collection costs would exceed revenues (e.g. garage sales).
The most common exemption is prescription drugs, which are excluded by forty-four
states, including South Carolina. Twenty-nine states exempt food (South Carolina does
not); Thirty-two exempt consumer purchases of gas and electrical utilities (including South
Carolina); six have at least a partial exemption for clothing. In general, South Carolina's
coverage of retail purchases of tangible items is quite broad, with exemptions limited and
specific. Newspapers, newsprint, gasoline (which is subject to a state excise tax), textbooks,
livestock and livestock feed, and religious publications are among the exemptions. States
also vary considerably in their coverage of purchases by business.
Taxation of services is another feature differentiating state sales tax systems.
Coverage of services varies widely. The most commonly taxed services are utilities (water,
electricity, and natural gas) and accommodations. Rankings provided by Due and Mikesell
in their book Sales Taxation give an indication of the extent of taxation of services, ranging
from first (intense: Hawaii, New Mexico) to fifth (minimal: 19 states).

10

South Carolina is

ranked fourth, putting it close to the minimal service taxation end of the spectrum.
Taxation of services tends to make the sales tax less regressive, because higher income
families spend much more on services, such as recreation, travel, personal care, repairs,
and cleaning services. The major drawback to taxing services is higher administrative and
compliance costs because of the large number of small service establishments.
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Since the tax in South Carolina, and most states, is a retail sales tax, man11.facturers
and wholesalers who plan to use items in the production of further taxable goods and
services are not required to pay the tax. For example, the purchase of goods for resale by a
retailer would be exempt, as would the purchase of dry cleaning supplies because dry
cleaning services are taxP.d. However, for services not taxed, the purchase of materials and
equipment is considered a final purchase that is subject to tax. For example, the purchase
of dental office furnishings would be subject to sales tax because the sale of the service they
are used to produce is not subject to the tax.
The treatment of business purchases in the sales tax is one of the most difficult areas
to design and to monitor, and one that varies substantially from state to state. South
Carolina is considered fairly ''liberal'' in its taxation of business purchases in comparison to
other states. Some of the specific items listed as exempt are in fact purchases by businesses
for use in production of items likely to be subject to the sales tax later in the production
process, such as sales of coke, coal, and electricity to manufacturers. In general, it is
11ndesirable from an efficiency perspective to tax purchases of goods and services that are
used as inputs into further production of goods and services subject to the tax. If such
inputs are t,axed, the taxes accumulate. It becomes difficult to determine the total tax
burden on the final product; the tax will vary with the number of inputs taxP.d and how
early in the production process the tax is levied. A few states do have such cumulative
taxes (Michigan is one), but in general this kind of tax is undesirable from the standpoint of
having a clear idea of how much tax is actually levied on a given fmal purchase.
A number of states exempt particular classes of purchasers from paying the sales tax,
supplying them with tax exempt numbers. In some cases, it is a class of sellers that is
exempt. Most commonly, such an exemption is provided to state agencies and the local
gover,,ments in the state, as well as charitable organizations that meet the test of an
eleemosynary corporation. South Carolina exempts only a limited group of sellers and an
even more limited group of purchasers, even taxing most purchases by state agencies. Some
interagency transactions are exempt, as well as food supplies purchased by schools, and
meals purchased for the elderly and disabled and served by nonprofit organizations. Other
exceptions include concessions operated at designated festivals with the proceeds going to
charitable activities, and certain charities engaged in the resale of items.
The advantage of such breadth of participation is to simplify the accounting
req11irements for sellers, as well as to maximize revenue. The chief disadvantage is that
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budget allocations to state agencies have less value if some must be returned to the state
treasury in the form of taxes paid on purchases of materials and equipment. A second
disadvantage is to increase the number of small sellers who must file monthly returns.
Periodically, the legislature fmds a need to look for additional state revenue sources

'

and one of the first places legislators look is the exemptions from the general sales tax- The
pickings, unfortunately, are slim because of the already broad coverage. Among candidates
mentioned as sources of additional sales tax revenue in the last few years are Bibles, twine,
sales of supplies to radio and TV stations, and time-sharing agreements on resort property.

Who Pays the Sales Tax?
The incidence of the sales tax (i.e., the persons on whom the burden ultimately falls in
the form of lower incomes or higher prices paid) is difficult to determine. The burden of the
sales tax is shared between buyer and seller, but economic analyses suggest that the major
part of the tax falls on the buyer in the form of higher prices. A broadly based tax is more
likely to be shifted forward to consumers because they cannot easily shift to untaxP.d
substitute products. A more narrowly based t,ax, such as a tax on jewelry, is more likely to
be partly absorbed by the seller. Economists generally fmd that the sales tax ranges from
mildly to highly regressive, depending on the group of items exempt. That is, the sales tax
appears to take a larger fraction of lower incomes than higher incomes, because the poor
spend a larger fraction of their incomes on items subject to sales taxes. As income rises,
more spending goes into services (housing, travel, medical care, education, etc.) not subject
to tax and a smaller fraction of income is spent on food, clothing, and other items subject to
sales tax.
The loss of the sales tax deduction for purposes of federal (and, by extension, South
Carolina) income tax beginning in 1987 actually had the effect of making the sales tax less
regressive. The value of the deduction was higher to persons at higher income levels, and
worthless to those who took the standard deduction or who had no federal tax liability.
However even with the loss of federal income tax deductibility, exemption of food, and

'

taxation of services, it is still virtually impossible to modify a general sales tax so as to
make it progressive or even proportional. The best that can be done is to moderate its
regressivity.
One reason that the sales tax in South Carolina is more regressive than in some other
states is the difference in the mix of goods and services consumed by poor households and
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that consumed by average or by wealthy households. According to the 1982-83 survey of
consumer expenditures,

11

22. 7 percent of household expenditures are for food in households

in the lowest 20 percent of the income distribution, compared to 18.2 percent for food in the
average of all households, and 16.4 percent in the wealthiest 20 percent of households.
Absence of a food exemption makes the South Carolina sales tax somewhat more regressive
than those state sales taxes that exempt food.
There was a brief attempt to compensate for the taxation of food in South Carolina
with a modest food tax credit ($12.50) on income taxes for low-income families. However,
this provision was eliminated when the state income tax was coupled to the federal
beginning in 1985. Integration of the sales tax with the income tax via a credit (even a
refundable credit) is in any case less effective in relieving the burden on the poor than
exempting food, because the lowest income families often do not fill out an income tax
return at all and therefore do not receive the credit.
Low-income families also spend a higher fraction of their incomes (8.9 percent versus

2.8 percent for all households) on such items as personal care products, nonprescription
drugs, and housecleaning supplies, all subject to sales tax in South Carolina (and most
states). These consumption patterns also contribute to the regressivity of the sales tax.
Arguments against exempting food include higher administrative and compliance
costs and loss of revenue. Efforts to reduce the tax burden on the poor might better be
targeted at specific tax relief for low-income families, rather than for all purchasers of food
in order to direct some tax reduction at the 20 percent of food purchasers who are poor.

Tax Ad ■ oinistration
South Carolina requires that sellers file monthly returns. The state offers a discount
for payment when due of 2. 75 percent (for tax due of less than $100) or 2 percent (for tax
due of more than $100), with a maximum discount of $10,000. The discount encourages
prompt payment and offers sellers some compensation for their compliance costs, which
have been found in national studies to range from 1 percent to 4 percent of the tax collected.
South Carolina's disco11nt is well within national norms; some states are more generous,
while others offer no compensation at all. From the standpoint of the retailer, compliance
costs are lower for taxes with fewer exempt items and for larger stores. South Carolina's
broad-based tax is relatively simple to comply with, and the differential discount for very
small taxpayers with a ceiling for large retailers offers at least rough adjustments for the
differences in compliance costs.
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Collecting the Use Tax: Mail Order Sales

An important concern for all sales tax states in the last two decades, including South
Carolina, is the collection of taxes on interstate mail order sales. A 1967 Supreme Court
decision, National Bellas Hess v. Illinois Department of Revenue, forbade the states to
compel out-of-state retailers to collect and remit the tax unless the seller had some sort of
nexus- retail outlet, warehouse, office, or other tangible link--in the taxing state. The use
tax obligation remained for the purchaser, but the state had no easy way to collect the tax.
Since the tax was due to the state of destination, not the state of origin, such sales went
untaxed in either state. This situation gave mail order firms a competitive advantage over
instate retailers in addition to costing the states substantial amo11nts of revenue.
At this writing, corrective legislation is being considered by the Congress, but it has
been stalled for several years by both the opposition of mail order firms and disputes
between state and local governments over the sharing of revenues in states where local
gove1·1,ments impose or levy sales taxes. Should the legislation be enacted, South Carolina
could expect substantial additional revenues from mail order sales. In the absence of such
legislation, however, interstate cooperative efforts have substantially increased revenues
from the use tax on mail order sales. Court cases filed by the Multistate Tax Commission
may also reverse the 1967 Bellas Hess decision and empower states to require mail order
fi1·ms to collect the t.ax.

Rating the Sales Tax
Although the sales tax is regressive and results in high compliance costs t'or small
retailers, it holds up well in the light of the other criteria developed in Chapter 5. Because
the sales tax is broad based, it is less likely than a specific excise tax to distort consumer
decisions between taxes and 11ntaxed items. Compared to some other taxes, the sales tax is
not terribly difficult for most sellers to understand and comply with, and not very expensive

to collect. It is a stable revenue source that tracks personal income quite well. The rate in
South Carolina is close to that of neighboring states, so that the impact on business location
•

and shopping decisions is relatively small.

Options for Refor 111
•

South Carolina's sales tax is quite similar to those of other states that do not exempt
food, including all neighboring states except Florida.

Within the existing sales tax

structure, there are a few options for reform that are suggested by the experience of other
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states and by equity and other considerations. Like the income tax options, some of these
would raise more revenue, others would reduce revenue, and still others have an
indeterminate impact on revenue.

Option #1. With the addition of local option sales taxes, South Carolina will be raising a .
disproportionate share of its state and local revenue from the sales tax. As a tax becomes
more heavily used, its flaws are magnified. The chief flaw of the sales t,ax is regressivity.
Any proposed expansion or narrowing of the base of the sales tax needs to be carefully
examined from the standpoint of the distributional burden in the next decade.

Option #2. The food tax credit on the income tax, which existed briefly in 1985, should be
reconsidered as a way to mitigate the burden on low-income families. This credit is used in
other states, including North Carolina. As an alternative, the exemption of food should be
considered, weighing the equity advantages against the higher administrative costs and the
lower revenue yield. A food exemption would benefit all families, not just low-income ones,
and therefore, may not be the most efficient way of protecting poor families from high sales
t.ax burdens. Any attempt to shield families from the impact of taxing food will reduce
revenue.

Option #3. Like many other states, South Carolina will probably want to explore whether
to expand the taxation of services and which services to consider. As families become more

prosperous, their cons11mption includes a higher and higher proportion of services. If the
sales tax base is to keep pace with personal income, that base needs to be broadened to
reflect changing consumption patterns. If relatively few services are taxed, then the state
should consider whether to make a greater effort to tax purchases of goods that are inputs
into the production of those services (e.g., office equipment, beauty shop supplies, tools)
both as a revenue and an equity consideration.

Option #4. Many states exempt certain purchasers and/or sellers from the tax_ South
Carolina has opted not to do so in most cases. The advantages of this broad coverage is ease
of aclrriini1=1tration. This policy deserves review to determine whether exceptions should be
made and, if so, which ones.

Option #5. The cap of $300 on sales of automobiles and similar items has been the subject
of heated debate and will continue to be, both as an equity issue and a revenue issue.
Possible reforn1s include elimination, a higher cap, or an exemption of a minimum purchase
level with the tax applied beyond that level.
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Selective Sales Taxes
Like many states, South Carolina levies selective sales or excise taxes on several
items in order to raise revenue and/or influence patterns of consumption.

Consumer

expenditures subject to selective sales taxes include gasoline, tobacco products, alcoholic
beverages (with separate taxes on alcoholic liquors and beer and wine), soft drinks, electric
power, and admissions. In fiscal 1987, these seven taxes generated revenue of $168 million,
or about 7 percent of total state revenues. Of these taxes, the most productive in term1:1 of
revenue is the beer and wine tax, with $66 million in 1987 accounting for 39 percent of the
total.

Selective Sales Tax Rates
South Carolina's gasoline tax of 16 cents per gallon is right at the national median. (A
lower rate for gasoline blended with ethanol is being phased out.) Both state and federal
taxes on gasoline have risen sharply since 1978, with federal taxes rising from 4 cents to 9
cents while the medlan FJtate tax went from 8 cents (9 cents in South Carolina) to 16 cents.
There is considerable state-to-state variation in rates throughout the country, from 4 cents
in Florida to 22 cents in Nebraska.
South Carolina taxes alcoholic beverages more intensively than most other states.
The tax of 77 cents a gallon on beer is exceeded only by Hawaii's 89 cents. The national
average for kegs or barrels exceeding 3.2 percent alcoholic content is 20.5 cents per gallon.
Taxes on wine are more complex and difficult to compare, because most states have several
rates depending on alcoholic content and other criteria. South Carolina has a basic rate of
18 cents a gallon plus four supplementary rates; 5 cents a gallon on wine with 11nder 14

percent alcoholic content, 45 cents with 14-21 percent alcoholic content, 90 cents with
alcoholic content over 21 percent. The variation in rates among states is quite large;
Califor1iia, a wine-producing state, has low rates, ranging from 1 cent to 30 cents a _gallon,
while Florida's rates range from $2.25 to $4.50 a gallon.
South Carolina's tax on distilled spirits appears to be well within national norms at
$2. 72 a gallon. Rates in other states range from $1.50 to $5.75 a gallon, with a mean of
$3.34 among states that tax alcoholic beverages rather than operating a state liquor

monopoly. However, this figure is deceptively low for two reasons. First, distilled spirits are
taxed several times; at n,an11facturing, wholesale, and retail. There is an additional 9
percent surtax on liquor plus a wholesale tax of $1.81 a case and additional retail taxes.
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The tax also varies with the alcoholic content. Second, there is an additional tax of 25 cents
per minibottle for mixed drinks served in restaurants, which considerably raises the cost of
consumption of distilled spirits.
South Carolina's cigarette tax of 7 cents per pack is one of the lowest in the nation,
followed only by the tobacco-growing states of North Carolina (2 cents), Virginia (2.5 cents),
and Kentucky (3.1 cents). The national median in 1989 was 20 cents, with a high of 40 cents
in Connecticut. Hawaii is the only state to use an ad valorem tax rather than a specific (per
pack) tax; the rate is 40 percent.
The state uses several other minor excise taxes. Soft drinks are subject to a tax of 95
cents per gallon of syrup, 1 cent per 12 ounces of bottled soft drink!ll, and 16 cents per gallon
of soft drink made from a base or powder. Insurance premiums are taxed at a rate of 1
percent for fire insurance, 3/4 of 1 percent for life insurance, 4.5 percent for workers'
compensation premiums, and 1.25 percent for all other types. Admissions are taxed at 4
percent. Gasoline, insurance premiums, and admissions are not subject to the general sales
tax, while purchasers of alcoholic beverages and tobacco pay general sales taxes in addition
to excise taxP.s.

Yield
As Chapter 6 indicated, revenue from all of these selective sales taxes tends to lag

behind growth of income for several reasons. First, demand for these products and services
is not very sensitive to rising income. Second, demographic changes and health concerns
have reduced the use of alcohol and tobacco while higher relative prices have cut into sales
of gasoline and electric power. Finally, rnany selective sales taxes are specific rather than
ad valorem--that is, the tax is stated as so rnany cents per unit (10 cents a gallon, 5 cents a
pack of cigarettes) rather than as a percentage of the price. With a specific tax, the tax per
unit does not change when the price of the product rises along with the general price level
(and personal income). Thus, tax revenues from a specific tax would lag behind income and
the price level.
The U.S. Advisory Commission on Intergovernmental Relations computes tax
capacity and t,ax effort for selective sales taxes in general and for specific commonly used
items. The tax capacity and tax effort figures for the major selective sales taxP.s in South
Carolina are presented in Table 3. Overall, South Carolina is close to the national average
in both tax capacity and effort for selective sales taxP.s. In tax capacity and effort, the state
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is at 98 percent and 97 percent of the U.S. average, with a ranking of 36 for capacity and 25
for effort. However, the state ranks 18th in selective sales taxes as a percentage of personal
income (1.55 percent versus a U.S. average of 1.36 percent) and 31st in per capita selective
sales taxP,s ($185, compared to an average of $208).
One selective sales tax that is used in other states that is not used at all in South
Carolina is a tax on parimutuel betting, which is not legal in this state. The taxes on
tobacco and public utilities are also well below national norms while taxes on aro.usements
and_ alcoholic beverages are well above those of other states. Table 3 presents the figures for
the major selective sales taxes used in South Carolina. Note that a tax effort rank that is
sigriificantly lower (ranking from 1 down to fifty) than the tax capacity measure for the
same tax indicates that the tax may be underutilized in comparison to other states.

Distribution of the ll•irden
Selective sales taxes are designed both to raise revenue and to discourage certain
types of consumption. Because these taxP,s are often levied on items whose sales are not
very sensitive to price, there is a temptation to use a few such taxes heavily in order to
raise revenue without eroding their bases. The tax falls heavily on those who choose to
consume alcohol, tobacco, and gasoline. There is no clear pattern of how the gasoline tax is
distributed among income classes, but taxes on alcohol and tobacco tend to fall more heavily
on lower income groups.

Rating Selective Sales Taxes
Selective sales tax are a limited but dependable source of revenue in all fifty states,
although revenues lag personal income unless the taxes are periodically adjusted to reflect
general inflation. They receive low marks on equity gro1.1nds. Border sales are likely to be a
problem in states that tax certain items much more heavily than neighboring states. These
taxes are somewhat expensive to comply with and collect, and at least some of them fall
heavily on lower income groups.

'

'
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Table 1
Tax Capacity and Tax Effort for Selective Sales Taxes
in South Carolina, 1988

Tax

Tax Capacity

Tax Effort
% of U.S.
Average
Rank

% of U.S.
Average

Rank

101%

30

119%

17

79

43

108

21

113

12

38

47

38

39

515

4

Public Utilities

103

14

40

36

Alcoholic Beverages

103

22

218

5

Distilled Spirits

111

19

160

9

Beer

101

22

302

5

Wine

71

31

195

14

Motor Fuels
Insurance Premiums
Tobacco Products
Amusements

Source: U.S. Advisory Commission on Intergovernmental Relations, 1988 State Fiscal Capacity and Effort.

Options for Refur 1r1
South Carolina's overall revenue from selective sales taxes is fairly high, but
unevenly spread among the various candidates. Any reforms should consider both the
overall burden and the composition of taxes.

Option #1. The tax on tobacco products is a candidate for higher rates if more revenue is
needed, since it is one of the lowest in the nation.

Option #2. Since most selective sales taxes are stated in specific terms, their real value
will decline with inflation. All such taxes should be subject to regular review so that there is
not an 11nintended tax reduction as a result of inflation.

Options #3. The taxation of distilled liquors is quite complex, with one or more taxes at
each stage. While the overall tax burden may or may not be appropriate, depending on the
objectives of the General Assembly, it should be possible to collect the sam.e amo11nt of
revenue with fewer taxpayers and lower administrative costs by simplifying the structure of
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the tax and reducing the number of stages of production and distribution at which these
taxes are collected.

Wealth Transfer Taxes: Death, Gifts, and Real Estate
Death and Gift Taxation
All fifty states and the District of Columbia impose some form of death tax, either in
the forn1 of an estate tax, an inheritance tax, and/or a federal ''pick-up'' tax.
Inheritance taxes are paid by the recipient of a bequest (heirs of an estate) and are
based on the amo11nt of the bequest and the relationship of the heir to the decedent. At
present, the tax is levied in 18 states. South Carolina utilized an inheritance tax between
1922 and 1962. Beginning in 1962 the state replaced the inheritance with an estate t.ax .
•

An estate tax is a _single levy based on the market value of the entire estate levied at
time of death. The base of the estate tax is the difference between the sum of the decedents
real and personal property less certain exemptions and deductions.

Once the base is

determined, a tax rate is applied and the tax due collected. The net value of the estate is
then distributed among the heirs.

A ''pick-up" tax is a type of estate tax that is levied and collected in conjunction with
the federal estate tax_

The amount of the tax is determined by the federal estate tax

structure. Under ter,,1s (illustrated in Table 2), the federal code per,r, its the decedent's
estate a dollar-for-dollar tax credit for the state estate taxes paid up to certain amo11nts
based on the size of the estate -- a maximum state death tax credit. The state's tax equals
the amount of credit allowed on the federal estate tax return.
,

A fourth tax, which is related to the three death levies, is the gift tax (seven states,
including South Carolina). Gift taxes are imposed on those who give gifts before the time of
death. The rationale for this tax is to discourage persons who, in the contemplation of their
death, make a gift of part of or all of an estate to avoid a death tax.

Taxation in South Carolina
South Carolina is one of 9 states that levies an estate tax in excess of the amount of
the federal pick-up. This will change beginning July 1, 1991 when the State switches from
its present estate and gift tax combination to just the pick-up taxthen become one of the 27 states that utilizes this ''pure'' pick-up.
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South Carolina will

The cost in lost revenues from this change will be approximately $22.2 million. The
pick-up will generate $10.0 million.

Rational for Death TaxP-s
There are five arguments usually advanced to justify the state taxation of wealth
transfers at a person's death. Of the five, the first three are of questionable merit.

Revenue Productivity. By the time South Carolina enacted its inheritance tax, 45 of the
48 states already had a death tax on their books. In fact, it was the most widely used state
tax. These taxes had been justified in part as revenue producers. It would not be until the
mid 1920's and 1930's that the other major taxes such as those on income and sales would
be widely adopted. With the advent of these other taxes, the revenue productivity rationale
has all but disappeared. At present, death (plus gift) taxes account for only about 0.8
percent of South Carolina state and. local revenues.

The same relationship (about 0.8

percent) holds true for state and local tax systems as a whole. Indeed, were it not for the
''free money" of the pick-up tax, it would not be surprising to see states getting out of the
death tax altogether.

Redistribution of Wealth. Historically, there has been a consensus in America that one
should ''earn'' rather than inherit their way into wealth. At least, this was the view that
provided the primary philosophical rationale for, and the great popularity of, death taxes in
the late nineteenth and early twentieth centuries. A look at the level that state death taxes
are levied at today, however, suggests that the redistribution rationale has little practical
merit. The reason for this probably stems from the desire of state policymakers to avoid a
t.ax-bidding contest for wealthy residents who tend to make large per capita contributions to
the other state and local taxP.s.

Correcting for a Na1·row Definition of Income. A third argument for a state death tax
is that the levy serves as a device for correcting a narrow definition of income. That is, by
taxing one's wealth at the time of death, the state is indirectly taxing the income of the
heir.
The above reasons advanced to justify death taxation suggest that the national
goverriment provides the best vehicle for taxing wealth transfers. Certainly the last two
justifications (redistribution, income definition) argue for national rather than state action.
And, in fact, the federal government has largely preempted the death tax field.
Nevertheless, there are two further reasons why a state should not fully retreat from the
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death tax_ First, as presently levied, most state death taxes have little, if any, impact on
people's economic decisions. Thus, the neutrality criterion (Chapter 1) is satisfied.
The second is one of expediency. Under present arrangements, if a state relies wholly
(or even just largely) on the ''pick-up'' form of the wealth tax, it can generate revenues at a
zero cost to its residents. This is possible because of the way the federal and state tax codes
interact.
Here is how it works:

at the time of death, the value of the decedent's estate is

calculated and a federal tax is imposed. There is, in addition, a maximum federal tax credit
established, which also is based on the value of the estate.

The pick-up is meant to

capitalize on this tax credit. The taxes are paid to the state in an amount equal to the
federal credit, and the federal government is paid the difference between the credit and the
total amount due.
These mechanics are illustrated in Table 1. Assume that a South Carolina resident
•

dies (sometime after July 1, 1991), leaving a gross estate of $740,000. The executor of the
estate will file a federal tax return, which permits subtractions of amount for expense and
debt ($90,000). The net result is a federal taxable estate of $650,000. From the federal tax
tables (not shown here), the Federal Estate Tax turns out to be $18,500.
If there were no pick-up, the full $18,500 would go to the U.S. Treasury. With the
pick-up, however, the state now steps into the tax computation, and "picks up'' $16,000
through the credit. That is, $16,000 of the $18,500 is paid not to the U.S. Treasury but to
South Carolina. However, from the point of view of the decedent's estate, the dollars to be
paid to some level of gover11ment remain the same.

The credit to South Carolina has

resulted in a dollar-for-dollar reduction of the amo11nt to be paid to the United States
gove1·, iment.

'
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Table 2
II111stration of Computation of Federal Credit
for State Death Taxes
$740.000
90,000

Gross Estate
Less Expenses and Debt
Taxable Estate

650,000

Adjusted Taxable Estate*

590,000

Federal Estate Tax Liability
Less Unified Credit

211,300
192,800

Initial Federal Estate Tax
Due before State Death Tax Credit

18,500

State Death Tax Credit
South Carolina Pick-Up

16,000
2,500

Net Federal Estate Tax Payment

0

Net Change in Total Tax after Pick-Up
* The adjusted Taxable Estate is the taxable estate reduced by $60,000

Source: Robert D. Ebel, Ed., A Fiscal Agenda for Nevada (Reno: University of Nevada Press, 1990.) Table 24.1

Although South Carolina's decision to replace its present estate and gift tax will
result in a $22.2 million revenue lost, the benefits in terms of the simplicity and neutrality
goals for the tax system are of sufficient merit to justify the change.

For at least the

foreseeable future, there is little reason to argue for any change in the tax law.

Real Estate Transfers
A closely related tax that has enjoyed a surge of popularity nationally with rising real
estate prices is the property transfer tax, which is applied to the transfer of real property.
The property tranAfer tax is used in 38 states. In all but one state (Arizona), the tax is
expressed as a percentage of the price, with the rate ranging from 0.05 percent in Hawaii to
2 percent in Delaware. South Carolina's rate of 0.22 percent compares with an average of
0.34 percent nationally. A rate of 0.22 percent would result in a fee of $220 on the transfer
of a $100,000 unit of property. However, cities or counties in many states are allowed to
impose an additional fee; in South Carolina, counties add 0.11 percent to the state's 0.22
percent. Typically, the tax is administered locally rather than by the state. In South
Carolina, counties assist in the administration of the tax_
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Recog1 1izing that the South Carolina tax rate is below the national average, policymakers
should nevertheless approach proposals to raise the tax with caution. Although the tax
ranks high on simplicity and ease of administration, it is difficult to find much other
justification for levying the tax beyond a level that covers the gover11ment's cost of servicing
the real estate transaction.

The tax is not an effective tool for accomplishing equity

objectives (which can be much more easily achieved through the income and property taxes)
and, it may lead to an inefficiency if it is raised to a level high enough to discourage the sale
of property.

Licenses and Fees
The final category of state revenue sources consists of licenses and fees, or charges for
various state services and/or privileges. Included in this category are motor vehicle operator
licenses, motor vehicle registration fees, corporate business licenses, hunting and fishing
licenses, and various user charges for specific state services on a fee basis.
Fees, licenses, and charges accounted for $548 million in revenue for South Carolina
in 1987, about 13 percent of all own- source revenues. This figure is slightly higher than the
national average of 10 percent. Licenses alone took 0.44 percent of personal income and $49
per capita, both below the national average, while combined state and local user charges
came to 3.37 percent of personal income and $375 per capita, both well above the national
13
average.

The impressions that the state is underutilizing license fees and relying more

heavily on user fees in comparison to other states is reinforced by the measures oft.ax
capacity and tax effort. For all licenses, South Carolina has only 93 percent of the national
average capacity, but tax effort is only 60 percent of the national average. For fees and
charges, the state has a tax capacity that is 79 percent of the national average, but a tax
effort that is 134 percent of the U.S. average. Table 3 shows the tax capacity and tax effort
figures for some specific types of licenses .

•
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Table 3
Per Capita Tax Capacity and Tax Effort for License Taxes in South
Carolina, 1988
Tax Effort

Tax Capacity
Rank

% of U.S.
Average

Rank

100%

36

77%

33

Corporations

79

41

9

47

Hunting/Fishjng

76

37

130

12

Alcoholic Beverage Sales

79

35

274

5

Motor Vehicle Registrations

95

39

53

49

Caregory

% of U.S.
Average

Motor Vehicle Operators

Source: U.S. Advisory Commission on Intergovernmental Relations, 1988 State Fiscal Capacity and Effort.

South Carolina's automobile registration fee for most average sized cars ranges from
$9 to $15, depending on weight; a driver's license is $10 for four years. If we use a mean
registration fee of $12 for comparison purposes, South Carolina's automobile registration
fee compares to a national average of about $26. Like South Carolina, many states base the
fee on weight; others use value while a number of states sjrnply use a flat rate per car.
Howev~r, this difference is partly offset by the fact that automobiles are in the highest rate
classification for property taxes. Drivers' license fees also vary greatly from state to state,
but most charge more than South Carolina's $10 for four years, or $2.50 per year. On an
annual basis, the national average is just over $3.50 per year.
License fees for alcoholic beverages are charged at the manufacturing stage ($25,000),
wholesale ($10,000) and retail ($600). A license to serve mixed drinks using mini-bottles
costs $750. A beer and wine wholesale license costs $1,000; a retail license costs $200; and
a Sunday license costs an additional $150 each week an establishment sells alcohol on
Sundays. While comparative figures are not readily available, Table 3 suggests that these
licenses are higher than in most other states.
In South Carolina, the corporate license is called a franchise tax, which is 1 mill (0.1
percent) of the value of capital stock and paid-in surplus. Public utilities pay 3 mills in state
tax as a percentage of assessed valuation.

14

Table 3 suggests that South Carolina does not

use this license fee as heavily as other states. However, the franchise fee or corporate
license must be evaluated in a context of total business t,axation, including the corporate
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income tax, the property taxes, and various fees and charges in order to make meaningful
•
compansons.

Rating Licenses and Fees
It is difficult to determine who bears the burden of licenses and fees. Since licenses
are either a fl.at dollar figure or a limited range of fees, they are undoubtedly regressive if
they are applied to a license purchased by a wide range of the population. AB income rises,
households do not purchase additional drivers' licenses, and only a limited number of
additional cars (not necessarily heavier ones that would result in a higher license fee).
Because the poor consume a higher share of public services, the use of fees for such services
is generally believed to be regressive. Licenses and fees thus get a poor rating on equity
grounds. Licenses are not difficult to administer or comply with, because most involve a
single annual payment. Avoidance is difficult because the license or registration must be
displayed or made available on request. Fees are more costly to collect; in fact, a major
deterrent to greater use of fees and charges in the public sector is the high cost of collecting
relatively small sums of money. Because licenses are usually stated in fixed terms, the
revenue tends to track population but not personal income or inflation.

Options for Refor•••
Licenses and fees are not a major state revenue source, but they do offer a stable,
broad-based source of income. They should be simple to understand and to collect and
reasonable in relation to the privilege provided and. the rates charged in adjoining states.

Option #1. Since data suggest that automotive license and registration fees are low in
comparison to other states, these fees should be reevaluated to determine the appropriate
level. A flat fee tends to decline in real value during periods of inflation.

Option #2. Most public finance economists feel that a heavy reliance on fees, charges, and
licenses tends to be regressive. Expanded use of this revenue source should be considered
with caution and in a context of the equity of the overall revenue system.

'

'
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S1im ,,,ary and Conclusions

South Carolina's tax system is quite similar to that of the majority of other states in
relying heavily on income and sales taxes and using a variety of lesser taxes, licenses, and
fees to make up the balance of the state's revenue needs. Like other states, South Carolina's .
revenue system has managed to keep pace with rising income and prices and is mildly
regressive overall.
All of the state's taxes are fairly standard in structure and range of rates. South
Carolina's income tax is somewhat less progressive than average for states that use
progressive income taxes, but scores better in a national picture where some states have no
income tax at all and others have flat rate or nearly proportional taxes. The sales tax
likewise is typical of national patterns in rate, coverage, and other aspects, although it
includes some regressive features, such as taxation of food, exclusion of most services, and
the cap on automobiles. The taxation of business is low by national standards as South
Carolina continues to compete for new business location. The hodgepodge of selective sales
taxes is typical of most states, although South Carolina's pattern hits some extremes with
exceptionally low taxation of tobacco and exceptionally heavy tax~tion of alcoholic
beverages, particularly beer. Estate and gift taxes make a moderate but important
contribution, and could raise added revenue if they were slightly more progressive. Licenses
follow the highly variable pattern of selective sales taxes, although not so extremely, with
low taxes on automobile licenses and registratioD and high taxation on the production and
sale of alcoholic beverages.
All of these taxP.s require careful review at regular intervals. Many taxes are specific
in nature; their value falls with rising price levels. As the industrial mix, the demographics,
and the composition of wealth, income, and spending changes, the General Assembly must
be prepared to respond with a fresh look at what to keep, what to change, and what to
discard in the state revenue system.
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Monthly Labor Review, October 1986.

14

The gift tax will be repealed effective January 1, 1992.

16

The national average for licenses was 0.47 percent of personal income and $68 per capita.
South Carolina ranked 33rd as a percentage of income and 40th in per capita te1·ms. The
national average for user fees and charges was 2.44 percent of personal income and $354
per capita. South Carolina ranked 10th as a percentage of income and 22nd in per capita
terms.
16

Public utilities also pay 3 mils on gross receipts, a fee per kilowatt hour for electric
companies, an assessment to support the Public Service Commission, and regular corporate
income and local property taxes.
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An alternative to the normal budget process of allocating general fund revenues for

expenditures is known as earmarking. Earmarking is the designation of certain revenues
for specific expenditures. State legislatures can earmark funds by either statutory provision
or amendment to the state constitution. Statutory earn1arking is more common since it
gives the legislature greater flexibility in adapting earmarking to the present needs of the
state.
Earmarking was a very popular way to allocate revenues in the 1950's. As a whole, 51
percent of state tax revenues were ea1·n1arked in 1954. But over the past thirty-five years,
the proportion of tax revenues earmarked by states has contracted significantly. In 1988,
the amount earmarked by states had diminished to 23 percent. As Figure 1 illustrates, the
nationwide decline in earn1arking has leveled off in recent years.

Figure 1
Earmarked % of U.S. & South Carolina
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There are three reasons for the decrease in earmarking nationally. First, many states
with a high proportion of earmarked revenues, eliminated the statutory or constitutional
earmarking provisions. Second, several states enacted income and general sales t.axes after
1954. Since these taxP.s constituted a large proportion of total state revenue and a small

percentage of earmarked funds, taxes devoted to a specific purpose made up a smaller ·
proportion of tax revenue.

1

Third, revenues from income and sales taxes grow faster than

traditionally earmarked taxes such as excise taxes. As a result, slow-growing earmarked
funds will make up a smaller percentage of total tax revenue.
Although every state earn1arks revenues, each one uses this method of allocating
revenues to varying degrees.
revenues.

Several states still earmark a large percentage of their

Out of every $100, Alabama earmarks $89, while Montana and Tennessee

earmark $72 and $66, respectively.

At the other end of the spectrum, Rhode Island

specifies only the allocation of 5 percent of its revenues. Seventeen of the states earn1ark
between 18 percent and 28 percent of their revenues.
What are the taxes that are frequently earmarked?,

And what programs or

expenditure categories benefit from it? Although most taxP.s and charges are earmarked in
at least one state, the general sales tax and excise taxes on motor fuels, motor vehicle
registration fees, alcoholic beverages, insurance, tobacco products, and severance are most
frequently used.
The most common benefactors of earmarked revenues are highway programs, local
goverriments, and education. As of 1984, every state specified revenues for highways, 45
earmarked for local goverr 1ments, and 22 earmarked for elementary and secondary
education.
It is not clear whether these programs and expenditure categories actually gain more
funding as a result of earmarking.

Nevertheless, separating a certain percentage of

funding for these categories from the budget process prevents volatile changes in
expenditures for important programs.
•

South Carolina
South Carolina has followed the national trend of lower earmarked revenues as a
percentage of total revenues. Between 1954 and 1988, the state proportion of earmarked
revenues dropped 25 percentage points (only three points less than the 28 point decrease in
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the national average). Despite the sig1iificant decrease in ea1·marked revenue, the state's
proportion of tax revenue earmarked increased from eleventh to sixth (among the forty-six
states responding to a National Conference of State Legislatures survey conducted by Snell
and Fabricius, July 1990).
In fiscal year 1988, South Carolina earmarked 44 percent of fifteen revenue sources
accounting for almost $1.5 billion. The state's general sales tax is the largest contributor to
South Carolina's earmarked funds, constituting more than two-thirds of the total. All sales
tax revenues are devoted to education. The other state revenue that is earmarked for
education is the excise tax on soft drink sales.

All the state funds from this tax,

approximately $20 million, are allocated to this function.
After education, the transportation system is the next largest benefactor from
earmarking. Revenues from the motor fuels tax is completely devoted to highway
expenditures ($290 million). Unlike education and highways, local gover1iment receives
earmarked monies from many revenue sources. The personal income tax is the largest
contributor at $7 4.3 million. This makes up 54 percent of revenues earmarked for local
gover1irnent. In addition, a portion of several excise taxP.s is dedicated to local gover1iment
including: insurance, alcoholic beverages, motor fuel, beer and wine, banks, and motor
transport. Earn1arked funds for local governments experienced the largest change since
1984. The state reduced alcoholic beverage monies for local gover1iments by 11 percent.
Other smaller programs and expenditure categories that receive earmarked funds are
local-tourism, tourism, local-aging, local-parks, pl8nning district, and forestry. Part of the
accommodations and admissions taxes are allocated to local-tourism and tourism,
respectively. Ear1narked funds for local-aging and local-parks are received from bingo
revenues. Monies earmarked for planning districts are received from other revenue
(miscellaneous). Finally, all funds collected from forest renewal are allocated to forestry.

'
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Table 1
Ea1·111arked Revenues in South Carolina
FY 1988

•

Disposition
Percent
Dedicated
Recipient

Total
Collections
(millions)

Amount
Earmarked
(millions)

$1,006.6

$1,006.6

Alcoholic Beverage

46.5

14.7

31.6

Local Government

Bank

3.5

45.4

Local Goverriment

Beer & Wine

7.7
67.7

11.5

16.9

Local Goverr,mP.nt

Insurance

76.3

16.4

21.4

Local Goverriment

Soft Drinks

19.6

19.6

100.0

Education

Accommodations

13.7

13.7

100.0

Local-Tourism

Admission

4.1

4.1

100.0

Tourism

Bingo

1.2

0.3

25.0

Local-Aging

0.9

75.0

Local-Parks

1,142.0

74.3

6.5

Local Goverr,ment

Highway User Motor Fuel 17 .2

14.6

84.8

Local Goverr,ment

5.3

1.4

26.4

Local Goverr,ment

288.9

288.9

100.0

Other Revenue

543.0

1.4

0.3

Forest Renewal

0.3

0.3

100.0

State Tax
Sales or Gross Receipts
General

Income Personal

Motor Transport
Motor Fuels

100.0%

Education

Highways

Miscellaneous

Total Tax Revenue:
Total Dedicated Revenue:
Proportion Dedicated to Total:

Planning District
Forestry

3,343.7
1,472.2
44.0%

Source: Ronald K Snell and Martha A. Fabricius, Earr,,arkjng State Taxes (Denver: National Conference of
State Legislatures, July 1990), p. 46.
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The Pros and Coos ofEa1•,11arkiog
Despite the universal application of earmarking, there are divergent op1mons
· ·
whether it is a fiscally sound method of allocating revenues.
A justification for earn1arking is referred to as the benefits principle. If the users of
2

a government service are the ones who pay for it through taxes or user fees, then
earmarking can have a great deal of merit. South Carolina has applied this rationale to its
earmarking of revenues from motor transport and motor fuel t.axes for highway
expenditures. Allocating accommodations and admissions taxes to tourism also seems to
develop from the benefits principle. However, earmarking general sales taxes for education
fails to meet any criteria of linking costs to benefits.
Another justification for earmarking is that it assures a minimum level of
expenditures for programs. A guaranteed amount of funding ensures stability and
continuity for these programs.

This advantage of earmarking is necessary only if the

program is in danger of being cut below the earmarking level or eliminated.

South

Carolina's earmarking of general sales tax revenue for education does guarantee a
minimum level of expenditures for this function. However, the amount earmarked is only a
fraction of total expenditures for education. Since the amo1.1nt earmarked is well below the
amount necessary to maint.ain the education system in South Carolina, it does not serve as
a lower boundary of funding.
A final justification is that earn1arking enables legislatures to enact tax increases
that otherwise could not have passed. For example, New Jersey voters first rejected casino
gambling in 1974, when its revenue was not earmarked, but in 1976 they voted for casinos
when revenue was earmarked for senior citizens.

3

One of the criticisms of earmarking is that it limits the legislature's flexibility to
adjust the expenditure system to adapt to changes in the needs or preferences of the state.
Another drawback is that programs receiving earmarked funds are not frequently
reevaluated. This may lead to the under- or over-allocation of monies for programs. For
'

example, a program receiving earmarked revenues may no longer be a priority of the state,
yet still receive a guaranteed funding level.

Another scenario is that a program may

remain a priority of the state, but without a periodic review inflation and stagnant excise

tax revenue may erode the real dollar value of the earmarked revenues. Eventually, the
rigidness and lack of review that can result from earmarking may lead to the misallocation
of resources.
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ENDNOTES

1 Eleven states adopted broad-based individual income taxes and thirteen states adopted .
general sales taxes since 1955. U.S. Advisory Commission on Intergover1,mental Relations.
Sig,,ificant Features of Fiscal Federalism 1990 Volume 1, (Washington, DC, January,
1990). p. 26.

2 Steven D. Gold, "The Pros and Cons of Earmarking,'' State LAgiRlatures, July 1987, p. 30.
3 Ibid.
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Chapter 7: Local Revenue So,irces
Local governments in South Carolina include general purpose governments, counties
and municipalities. The 91 school districts and hundreds of special purpose districts bring
the total of gover 11 rnental entities in South Carolina to more than 850. All of these local
governments rely primarily on the property t.ax as a local revenue source (supplemented by
state aid), the accommodations tax, licenses, and fees. In the 1990 referenda, six counties
added the local option sales tax to this list.

The South Carolina Property Tax
South Carolina's property tax, inherited like those of other states from the British
property tax, dates from colonial times. Property tax rates are set locally and the tax is
administered by the counties, which assess the value of the property and collect the tax for
themselves as well as for the municipalities and the school districts within each co1.1nty.
Some counties have special tax districts providing one or more services to designated areas
(a fire distric.t, for example) with an additional property tax levy. Industrial property -
manufacturing real property, utility real property, and business personal property -- is
assessed by the state but taxed locally.

Intensity of Use
South Carolina, like many southe1·n states, has a reputation for low property taxes.
One way to compare property t.axes among states is the average effective property tax rate
on single-family homes, which measures the tax burden on FHA-insured homes as a
percentage of the market value. In 1987, the average effective property tax rate in South
Carolina was 0.72 percent, compared to a national average of 1.15 percent. South Carolina
ranked 40th in the effective tax rate on single-family homes in the nation. The average
effective rate for South Carolina has, in fact, converged toward the national average; its
rate is now 63 percent of the national average, while in 1966 it was only 35 percent of the
national average. 1 However, because single-fainily homes are assessed at the lowest rate of
4 percent in South Carolina, a comparison of tax burdens on such homes may overstate how
'

low the state's property taxP.s are overall relative to the rest of the nation.
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Since taxes are collected on personal, industrial, and commercial property as well, a
broader measure of dependence on the property tax would compare per capita property
taxes ($285, or 60 percent of the U.S. average) and property tax per $1,000 of personal
income (2.6 percent, or 79 percent of the U .S. average). Both these figures confirm the
previous indication that South Carolina's property taxes are below the national average;
although not as dramatically.
Another way to compare taxes is provided by the tax capacity and tax effort
measures of the representative tax system used in previous chapters. South Carolina's
overall property tax capacity (the amount that could be raised from the state's tax base at
national average rates) was 75 percent of the national average in 1988. Tax effort was also
low -- the state's effort was only 79 percent of the U.S. average. Tax capacity is also
measured for particular components of the property tax base. South Carolina's greatest tax
capacity is in public utilities, which is 134 percent of the U.S. average. Tax capacity for
residential property is 71 percent of the U.S. average, for farms only 57 percent, and for
commercial and industrial property, 74 percent.

Revenue Yield
The property tax accounted for 23.3 percent of all state-local taxes in South Carolina
in 1987, compared to 29.9 percent for the nation as a whole; and 13 percent of combined
state-local revenue from all sources in 1987, versus a U.S. average of 17.7 percent. These
figures reflect both less reliance on the property tax and more centralization of state-local
revenue collection in South Carolina compared to other states.
The property tax is the primary local tax revenue source, accounting for 91.8 percent
of local tax revenue in South Carolina (compared to 73.7 percent nationwide). This figure
simply indicates that South Carolina's local governments, unlike local governments in
many other states, did not have direct access to any other tax source until the passage of
the Local Goverriment Finance Act in 1990. However, local goverr1ments in South Carolina
also rely on some other locally generated revenue sources -- business licenses and fees and
charges -- and share in some state taxes through state aid to subdivisions. Property taxP.s
represented only 27 percent of local revenues from all sources in South Carolina in 1987,
close to the national average of 28.4 percent.
The property tax provides revenues for school districts as well as counties and
municipalities.

In 1987, 58 percent of South Carolina property tax collections went to

school districts, 26 percent to counties, 14 percent to municipalities, and the remaining 2
140

percent to special districts and the state. Nationally, municipalities receive a larger share
of property tax revenues (22 percent), also about equal to that of counties (22.6 percent).
The General Assembly has for several years explored ways to provide property tax
relief by making other revenue sources available to local gover1iments in trade for a partial
rollback of property taxes. A five-year rollback of property taxes (63 percent the first year,
rising to 71 percent in the fifth year), was a part of the local option sales tax authorized in
the 1990 legislative session. Thus, the present degree of reliance on the property tax can be
expected to fall sharply in the next five years in those counties that authorize use of the
local option sales tax_

Basic Features
The British property tax, as well as all of its descendants, is a tax on the ownership
of real property and such other property as may be designated to be subject to the tax. The
property tax is a very old tax, with its history rooted in England and colonial America. Even
the language -- the mill is an old English coin worth one-tenth of a cent -- represents its
ancient lineage.
In order to determine the t,ax owed, the tax collector must first determine some
value to be established for the property. In some states, the constitution calls for property to
be assessed at full market value, although this is virtually impossible to achieve. Because
market values are constantly changing, and the costs of continuous reassessment are
prohibitive, assessment at less than 100 percent has become a common practice.
Differential assessment for some categories of real ancl personal property is used in twenty
two states, with the number of classifications ranging from two in four states to thirty-two
in Minnesota.

Seventeen states, including South Carolina, designate classifications by

value. That is, an assessment rate (the ratio of assessed value to full market value) is
specified for each class. The remaining states differentiate classes by rate. In these states,
all property is assessed at the same percentage of market value, but the mill rate differs by
property classification. The distribution of the tax burden is quite different under use
classifications than it would be if all property was valued at the same percentage of full
market value or taxed at the same rate.

2

Property taxes in South C~rolina are levied on real property and some types of
personal property. The lowest assessment rate (4 percent) applies owner-occupied real
estate and agricultural ancl forestry land.. Classification of large amounts of acreage as
agricultural and forestry lands, assessed at a much lower use value rather than market
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value, represents a significant erosion of the tax base in several counties. The 4 percent
assessment for owner-occupied residential property requires the owner to apply for the
lower rate.

Thus, some individuals may fail to take advantage of this lower rate.

Agricultural and forestry land is assessed at current use value rather than fair market
value in its highest and best use. If it is subsequently sold for a different use, five years of .
back taxes will be assessed at the new use classification and value.
Commercial property (including residential rentals) is assessed at 6 percent of fair
market value; industrial property (10.5 percent); and some items of personal property,
primarily cars, trucks, motorboats, airplanes, and business equipment (10.5 percent). The
state collects a few special property taxes, such as the tax on aircraft, but most of the
property tax is collected and spent at the local level.
The state oversees the accuracy of local assessment with studies that verify the ratio
of assessed value to actual selling price for real property. The local assessor must be within
80 percent to 105 percent of actual market value, and the index of inequality among similar
properties (a statistical measure of variation) must be less than 15 percent. Once a county
falls outside these limits, reassessment is required. The frequency of required reassessment
varies from county to county, with more frequent reassessment in faster growing urban and
suburban counties; typically, reassessment will take place every three to seven years. The
state also provides training for assessors, appraisers, and auditors and requires their
attendance.
Other states use broader or narrower definitions of property subject to property tax.
Both South Carolina and North Carolina, for example, have recently eliminated the
unpopular inventory tax. North Carolina, like many other states, has an ''intangibles'' tax
on financial assets such as stocks and bonds. The rationale for including such items is that
the property tax is a tax on wealth -- indeed, the only tax on wealth other than the
inheritance t,ax -- and a tax that does not discriminate between different forms of wealth
needs to be as inclusive as possible. South Carolina has never used an intangibles tax.
As a local tax, the property tax is applied at different rates in different jurisdictions.

The taxpayer receives a combined bill for county taxes, school taxes, and, for those living
inside municipal boundaries, city taxes. The bill identifies the three components. Cities
and counties may charge different rates from neighboring jurisdictions because home
owners place a positive value on the benefits from local services fmanced through the
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property tax that must be weighed against the tax burden. In particular, such services as
police protection, fire protection, street maintenance, sanitation, and street lights are
services to residences and. their occupants, and the property tax i.s an appropriate vehicle to
finance such property-related services.

The Property Tax and the Schools
In South Carolina, the largest claimant on the property tax is the school system.
School districts have only two major revenue sources, state support and the local property
tax_ The state provides the lion's share of support for the schools at 58.6 percent of total
state-local educational expenditures. Elementary and secondary education accounted for 37
percent of state spending in 1987. Since South Carolina is a low-income state, the effort
that has been made to bring the school system in line with national standards has been a
strenuous one. By 1987, in the second full year of the Educational Improvement Act, South
Carolina was spending $568 per capita on education, compared to a U.S. average of $644
($620 excluding Alaska). As a percentage of personal income, however, South Carolina's
5.10 percent for education was well above the U.S. average of 4.44 percent (4.27 percent
excluding Alaska).
At the local level, the use of the property tax as a primary revenue source is shared
among counties, municipalities, and school districts. Typically, the school district's millage

will be the largest of the three. To some extent, tax rate differences among school districts
are reflected in the quality of the schools, so that parents may choose to live in a higher tax
district in order to have access to better schools for their children. Differences in tax
burdens are reflected in the prices of homes, but so is school quality; similar houses in
different school districts even in the same county can sell for substantially different prices
because one is •located in a particularly attractive school district. While this pattern exists
•

across the country, it is not as strong in states like South Carolina where a substantial
share of school finance, and equalization among poor and rich districts, is undertaken at the
state level.
Unlike county and city councils, most school district boards have limited or no
flexibility in setting their mill rates. Thirteen of the 91 districts have complete fiscal
autonomy. Nine districts in two counties (Bamberg and Spartanburg) must seek approval
from a county board of education, but the county board has complete fiscal autonomy.
'

Thirty districts have limited statutory authority to increase the mill rate, ranging from 3 to
10 mills (a formula determines the limit in Pickens, and the limit is 10 percent in
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Chesterfield). Beyond that limit they must seek approval from either the county co11ncil, the
legislative delegation, or the voters in a referendum. Five counties are authorized to
increase the millage to the degree required to meet the maintenance of effort requirements
of the Educational Improvement Act, beyond which they must seek approval from the
council, legislative delegation or referendum. The remaining 34 districts have no authority .
and must seek approval from the county council or the legislative delegation (or in the
Florence Co11nty districts, a town meeting.) Thus, with state aid detern1ined by fu1n1ula and
only limited authority to adjust the mill rate, school boards have relatively little discretion
on the revenue side of their budgets.

State Property and the Local Tax Base
There are a number of jurisdictions in which the state of South Carolina is a major
property owner -- sites of state colleges, parks, hospitals, prisons, and other facilities. If
these sites were in the private sector, the local gover11ment would be receiving tax
revenues.

In some cases these facilities use local public services -- for example, waste

disposal or sheriffs protection. In a few cases, these facilities even generate students that
attend local public schools. The federal gover11ment has a limited program of aid to
federally impacted areas, mainly military bases. In ten states, the state has agreed to pay
property taxes on some of its property. In nine states, the state makes full payments in lieu
of taxP.s (PILOT) to the local government in order to compensate for the loss of tax base and
the added public service demands. Another eighteen states make partial pay111ents in lieu of
taxes.

3

South Carolina has no general program of reimbursement, although there are a few

payments involving public utilities and the Public Service Commission.

Who Pays the Property Tax?
The first step in determining how the burden of the property tax is distributed
among various groups is to examine the composition of the property tax base. Using
appraised value avoids the problem of differential assessment ratios. According to the Tax
Commission, the real property tax base in South Carolina is 38 percent owner-occupied
residences, 2.6 percent agricultural, and 20.2 percent manufacturing and utilities.

4

A

residual group of real property, primarily rental and commercial, accounts for the
remaining 25.1 percent. Real property of all kinds makes up 86 percent of the appraised
value, while the remaining 14 percent is business and individual personal property -- cars,
boats, business equipment, and tools. However, in terms of assessed valuation, the figures
change dramatically. Real property constitutes only 78. 7 percent of the assessed value,
compared to 86 percent of the appraised value, shifting part of the tax burden to business
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and household personal property. Within the category of real property, owner-occupied real
estate drops to 24 percent, and agricultural land. to 1.7 percent, while manufacturing and
utilities increase to 33.9 percent, and commercial rental properties to 37.4 percent. Thus,
differential assessment results in a major reallocation of the tax burden.
A higher proportion of the tax falls on commercial and industrial property in South
Carolina than in other states, and a lower share on residential property. Even though much
of the acreage in South Carolina is assessed at the lowest (4 percent) rate, and land prices
in South Carolina are low by national standards, the share of acreage and lots in the
assessed value tax base is still slightly higher than the national average -- an indicator of
the still rural nature of much of the state.
While differential assessment appears to discriminate against income-producing
manufacturing and commercial properties, there are mitigating factors. First, while the
differential burden on older industrial property is quite high, the total industrial burden is
reduced by the five-year forgiveness of local non-school taxes for some firms that are
investing in new facilities or major expansions. In addition, other states as well as South
Carolina favor residential property (especially owner-occupied) over other types of property,
so that the differential assessment is not necessarily a handicap in attracting industry.
Finally, although a larger share falls on business properties, the overall rates are low
compared to the U.S. average.
Because South Carolina puts a larger part of the tax burden on commercial and
industrial property than the rest of the country, it is difficult to detern1ine incidence.
Property taxes on business firms ultimately fall on owners, employees, and customers in
varying combinations. The burden of the property tax clearly falls on the owner for owner
occupied residential property.

Economists disagree on the division of the burden of

property taxP.s on rental property between owners and renters, although at least some part
of the tax falls on renters in the form of higher monthly rent. Residential property taxP.s, in
general, tend to be regressive, since the lowest 20 percent of households spend 35.8 percent
of total outlays on housing versus 30.6 percent for all households.
Personal property taxP.s are probably less regressive than taxP.s on residential real
estate, although it is difficult to determine the relationship between a family's income level
'

and the value of cars, boats, and airplanes owned. The effective rate on such property is
quite high by national standards because the assessment rate of 10.5 percent makes the
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effective rate on a car 163 percent higher than the effective rate on owner-occupied housing.
It is quite possible for some families to have a tax bill on a new car that is higher than the
tax bill on their older house.
Property taxes on commercial and industrial property fall on their customers, .
employees, and owners in varying combinations. A larger proportion of the tax is buz·ne by
commercial and industrial property in South Carolina than in many other states because of
the higher assessment rates.

To the extent that the tax is borne by the owners, it is

progressive; to the extent that it is shifted forward to customers or backward to employees,
it is difficult to dete1·n1ine whether this part of the property tax is proportional or
•

regressive.
It is the practice in South Carolina, as in many states, to use property tax breaks as
a way to lure new industries to the state. The chief tool is the five-year exemption of county
and municipal (but not school district) property taxes. This exemption is not costless. The
new industry generates revenue for the state in the foz·m of income and sales taxes, but the
county experiences only service demands. The tax burden is shifted to older industries and
residential and commercial property.
Accommodating the service needs of the new firms may also mean lower service
levels for residents and existing fiz·ms. Counties are now allowed to negotiate a flat fee for
services in lieu of property t,axes with new industries investing more than $85 million.
However, this may not address this problem of added service demands with no added local
revenue because of the decreasing real value of the fee resulting from inflation. In addition,
the county's growth will cause a greater demand on public services, like education. Since
the flat fee covers school as well as county taxes, it is possible that education revenues may
not grow as rapidly as the need for services resulting in lower per student expenditures.

Tax Relief for Residential Property
In South Carolina, the regressivity of property taxes on residential property is
reinforced by the absence of a homestead exemption or circuit breaker aimed specifically at
low-income households. In addition, rental property, more likely to be occupied by the poor,
is assessed as commercial property at 6 percent, while owner-occupied property is assessed
at only 4 percent of market value. Thus, for identical properties, the t,ax on the rental
property tax would be 50 percent higher.
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Many states have taken steps to mitigate the burden of the tax on residential
property. In South Carolina, both differential assessment and a homestead exemption offer
some relief. While differential assessment works against renters, both owner-occupied and
rental property are assessed at lower rates (4 percent and 6 percent) than industrial and
personal property (9.5 percent and 10.5 percent, respectively).
A homestead exemption for the elderly and disabled of the first $20,000 of owner
occupied real property relieves the burden on more than 150,000 such households in South
Carolina. These two groups do not necessarily have a higher incidence of poverty than the
general population, so the redistributional effect does not necessarily benefit the poor. In
thirteen other states, the homestead exemption includes income thresholds in order to
direct the benefits to the poor. Other states grant exemptions ranging from $1,000 to

$50,000 to all home owners, irrespective of income.
Another mechanism used in thirty-two states to ease the burden of the property tax
on the poor is the circuit breaker, which always has an income ceiling. A circuit-breaker is
a state income tax rebate for a part of the property tax. Five states make this benefit
available to all households (including renters) subject to an income ceiling, while other
states limit the benefit to low-income elderly, home owners, disabled, or other categories.
Income ceilings for eligibility range from $5,000 (West Virginia) to $82,650 (Michigan), with
most in the $5,000 to $20,000 range.

South Carolina does not have a circuit breaker.

Unlike the homestead exemption, the circuit breaker can also benefit renters.

Rating the Property Tax
The property tax is highly visible and for that reason tends to be politically
unpopular. Its chief attraction as a local revenue source lies in the fact that it is difficult to
evade the tax by relocating one's purchases, work, or business location. The land remains
within the confines of the taxing district. Still, local gover1 1ments are aware that they are
somewhat constrained in the intensity with which they use this tax. If city A's property
taxes are too high, citizens are likely to locate in city B when they move into the area unless
city A's services are extremely attractive. In extreme cases, citizens may even decide to
relocate from city A to city B solely for tax reasons.
•

The property tax has several drawbacks that limit its use and lead local
governments to seek supplementary resources. Because the tax is collected annually, it is
highly visible, much more so than sales, income, and selective sales taxes. Several years
ago, the state shifted the collection of personal property taxes on motor vehicles to a
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staggered basis Jinked to renewal of registration, so most households now receive real and
personal property t.ax bills at different times. With several cars, the personal property tax is
likely to be spread through the year also. The real estate part of the tax (unlike personal
property) is also relatively expensive to administer because assessment is a complicated,
skilled-labor-intensive procedure. Assessors have to determine the market value of .
properties that are somewhat unique and traded infrequently. Each unit is a special case,
and claims of inequities both add to the administrative burden and make the tax even more
unpopular.
Finally, the property tax base tends to be distributed even more unequally than
income or sales tax bases, creating tax-poor districts and tax-rich districts. The gap between
the per capita t.axable property base from the poorest to the wealthiest districts in South
Carolina is huge, from under $1,000 in Saluda County to over $4,000 in industry-rich York
and tourism-rich Horry. Since the property tax continues to be a major source of revenues
for the public schools, the state must intervene heavily to provide a minimum standard for
schools in the poorer districts. In addition, differences in property tax bases mean that
cities and counties have very unequal ability to fmance other local public services, such as
public safety, road maintenance, recreation, and sanitation. A wealthy property owner in a
poor district will receive far less in public services per dollar of taxes paid than a poor to
average taxpayer in a wealthy district. This difference in services per dollar of taxes
discourages wealthier residents, retail stores and services, and. some kinds of industry from
locating in the poorer districts and enhancing their tax9ble wealth. Thus, the property tax
has in the past been a major contributor to fiscal disequalization within states, forcing
states to intervene to offset the effects of an unequal distribution of taxable wealth. South
Carolina is not an exception.

Options for Refor,,1
South Carolina's property tax shares the advantages and drawbacks of property
taxes across the nation. While it provides a stable and dependable local revenue source, its
drawbacks are numerous enough to suggest that it needs some careful review and that
perhaps it should remain a "junior partner" in the revenue mix.

Option #1 If the distribution of the burden of the property tax is considered to be too
regressive, several options can be explored.

One option is to add a circuit breaker, or

property tax credit, to the state income tax. This option will reduce state revenues without
affecting property tax collections. A second option is to modify the present homestead
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exemption so as to include all families below the poverty level, either in addition to or in
place of the present exemptions for the elderly and disabled (in order to minirn.ize the
revenue impact). A third approach is to combine these two methods. It is important to note
that an extension of the homestead exemption will reduce revenues of school districts which
are not reimbursed and will result in revenue losses for the state due to reimbursement of
cities and counties for property tax revenue losses.

Option #2 The present system of classification places a relatively heavier burden on
industrial/utility property and on personal property of both firms and individuals (cars,
boats, etc.), and in favor of certain other classes. The classification scheme, although
embodied in the state Constitution, should be reviewed for its distributional impact and its
effects (if any) on business location and expansion.

Option #3 In order to make property taxes on residences more equitable, consideration
should be given to whether residential property of all kinds, whether owner-occupied or
rented, should be assessed at the same rate. If both are assessed at the lower (4 percent)
rate, there might be some relief for renters, depending on how much of the tax reduction
was passed on in the form of lower rent, but there would also be a revenue loss. If both are
assessed at a higher rate (both at 6 percent, or a compromise 5 percent rate), there would be
considerable resistance from home owners to a 20 percent increase in their tax bases.

Option #5 The General Assembly should explore whether there is a need for payments in
lieu of taxes to local governments that have a sig,,jficant tax base loss to state institutions
and facilities.

Option #6 Most local elected school boards have little flexibility on the revenue side of
their budgets.

Since most school districts are elected and therefore accountable to the

voters, the General Assembly may want to explore granting more autonomy in setting the
mill rate for school purposes.

Option #7 Heavy reliance on the property tax as a local revenue source creates large gaps
between poor areas and wealthy areas in their ability to finance local public services. South
Carolina has relied less on the property tax and more on state aid to finance these services
than many other states. When the General Assembly considers funding of state aid to
subdivisions, alternative local revenue sources, and mandating local government programs
and services, the property tax impact of such actions should be considered as an important
aspect of the decision. That is, a local property tax impact statement for each such proposal
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would keep the General Assembly mindful of how the proposal would affect fiscal
equalization.

Other Local Taxes, Fees, and Charges
Although the property tax is the backbone of local goverr,ment revenues, cities and
counties (but not school districts) in South Carolina can tap other own-source revenues. In
the 1970's, the Local Gove:rr,ment Study Committee of the General Assembly explored
alternative revenue sources for local governments. A number of options were identified as
possible supplements to or substitutes for the property tax and/or state aid. The first of
these options to be enacted, on a very restricted basis, was the accommodations tax. The
only other one of the numerous options considered to eventually find its way into law was
the local option sales tax. Since 1985, cities and counties have received revenue from the
accommodations tax. Beginning in 1991, at least some counties and municipalities will be
receiving revenues from the local option sales tax. Both of these options should provide
more autonomy for cities and counties and less centralization of revenues in South Carolina
in the decades to come.
The accommodations tax is treated as an extension of the sales tax in South
Carolina, but in most states it falls in the category of selective sales taxes. Nationally, in
1987, cities derived about 11 percent of tax revenues and 6.5 percent of all own-source
revenues from selective sales taxes, including accommodations taxes. Counties derived 15.6
percent of tax revenue and 9 percent of all own source revenues from selective sales taxes.
In South Carolina, this relatively new tax is the only selective sales tax that can be
classified as a local tax.

The Acco••• ••1odations Tax
South Carolina adds a 2 percent surcharge to the sales tax on transient
accommodations (chiefly hotels and motels) as a designated local revenue source. These
funds are collected by the Sales Tax Division of the South Carolina Tax Commission and
distributed to the place of origin, apportioned on a formula basis between county and
municipality. Forty-two other states have an accommodations tax that is separate from
(sometimes, like South Carolina's, in addition to) the general sales tax. In most of these
states, the tax is a local option, used in some jurisdictions and not in others, usually with
the state specifying an upper limit on the rate. A few states use it as a state revenue
source, some with the option of a local supplement. Several states also have a separate
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tourism impact or tourism promotion tax, usually at very low rates. Florida, a major
tourism state, has a tourism development tax, a tourism impact tax, a municipal resort tax,
and a county lodging tax in three counties.
The accommodations tax in South Carolina has some aspects of a local tax in that it
is returned to the place of origin and at least part of the funds are unrestricted as to use.
However, it is not optional; the tax is collected on all transient accommodations in the state.
Furthermore, the law specifies the use of the funds; the first $25,000 is allocated to the
general fund of the municipality or county, 25 percent of the rest must be used for tourism
promotion, and the ba]ance must be spent on tourism-related expenditures. Thus, this t,ax
provides little in the way of either additional discretionary funds or potential property tax
relief.
In 1987-88, the accommodations tax provided $8.5 million of revenue distributed to
municipalities and $4. 7 million to counties, for a total of $13.2 million. In a few counties,
the sums were substa,ntial; Horry County, home of the largest segment of the tourist
industry, received $853,758, and seven other metropolitan counties received more than
$200,000 each. The major beneficiaries, however were cities, such as Columbia, Charleston,
Greenville, Hilton Head, and Myrtle Beach. Overall, the accommodations tax has proved to
be a modest but sigrijficant source of local revenue in the 1980's.

The Local Option Sales Tax
The newest revenue source available to county and municipal gover1 1ments is the
6

local option sales tax, subject to approval in a binding referendum in each county. If it had
been adopted in all forty-six counties, the South Carolina Tax Commission projected $288
million in revenues, with $101 million going to municipalities and $187 million to counties.
Counties and municipalities that adopt the tax are required to roll back their property
taxes by 63 percent of the amount of sales tax revenue in the first year, rising by 2 percent
a year to 71 percent in the fifth year and subsequent years. The rollback will be expressed
as a credit on the tax notice. Thus, like several other states, South Carolina has required
that the local option sales tax be used to provide a mixture of additional revenue and
property tax reduction. Unlike most other states, however, South Carolina has added an
element of fiscal equalization to the local option sales tax, requiring counties that raise
more that $5 million in revenues to contribute up to 5 percent of revenues to a fund that is
'

shared among counties that raise less than $2 million. Prior to the referendum, fifteen
urban counties were projected to be contributors to the fund to bring the revenues in
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ninP.teen rural counties up to $2 million each (provided revenues are sufficient).

The

remaining twelve counties would neither contribute to nor receive from the fund.

The

rationale for this fund is not only fiscal equalization but also spillovers; shopping and retail
facilities tend to be concentrated in a few urban counties, attracting customers from rural
and suburban counties. In the November 1990 elections, 6 counties approved the tax, Of .
these counties, Charleston will be contributing to the shared fund and Hampton, Jasper,
McCormick, and Marion will be recipients. Colleton residents approved the tax as well, but
they are projected to raise between $2 and $5 million.
South Carolina has now joined thirty other states in allowing local gover11m.ents to
use a sales tax. Nationally, 8,814 local jurisdictions -- mostly counties and municipalities
with a sprinkling of school districts and transit districts -- collected local sales taxes in
1989. Local rates :ranged from a county tax of 0.25 percent in Nevada to a city tax of 6
percent in Delaware (which has no state sales tax). Some states offer local gover,ixnents a
range of rates, or allow them to set their own rates, but a state-mandated single rate as in
South Carolina is also a fairly common practice. Although this tax accounted for only 4.2
percent of local gove:r,ixnent general revenue nationally, it is far more sig11jficant if one
examines only states where it is authorized (rather than all states). In five states -
Alabama, Louisiana, Tennessee, Oklahoma, and Colorado -- the sales tax accounts for more
than 10 percent of local revenues.
The local option sales tax does not provide any direct fiscal relief for school districts.
To the extent that city and county property taxes are rolled back, however, this tax may
enable school districts to more easily increase the school millage within the constraints of
their limited fiscal autonomy.

Rating the Accc,,,1,oodations and Local Sales Taxes
The accommodations tax is obviously a very attractive revenue source for several
reasons. It is progressive in impact, since travel is consumed heavily by higher income
groups. It is exportable, since many of the taxpayers are from other states. Since tourism,
particularly along South Carolina's Grand Strand, creates added expenses for local
gover1 1m.ents -- police, fire, sanitation, street maintenance -- the accommodations tax has
elements of a benefit tax to pay for added service demands. Although the revenue generated
is not substantial overall, it is sig,ijficant for some local jurisdictions, particularly the major
urban counties and the coastal counties. The rate is not high in comparison to those of other
states, so there is room to expand. The tax is easy to administer as an adjunct to the sales
tax _
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The local option sales tax is the most popular option nationally and has grown
rapidly. The number of local jurisdictions with sales taxes has more than doubled in the
last twenty years. Although the tax is regressive, it is not necessarily more so than the
property tax which it is designed to partially replace. Revenues keep pace with income, an
important consideration for local governments. The tax is less expensive to administer than
the property tax, While the revenue base is distributed very unevenly among counties, the
South Carolina tax provides some modest degree of fiscal equalization.

Licenses, Fees, and Charges
Nearly all municipalities receive revenue from business licenses, and cities and
counties charge a variety of special fees for particular local services, such as garbage pickup
and recreational programs. In 1987, South Carolina's cities and counties generated $1,132
million in revenues from these sources, accounting for 52 percent of local government own
source general revenue -- more than the property tax. Nationally, such sources accounted
for 38 percent of city and county own-source general revenue. This heavy reliance on fees
and charges is at least partly due to limited availability of other nonproperty revenue
sources.

,_

Water and sewer charges are a significant component of the total revenue from fees
and charges in South Carolina, with business licenses, other licenses, parking fees and
fines, and miscellaneous fees acco11nting for the rest.

Business licenses are a rough

substitute for a local business income tax. To the extent that commercial facilities generate
more demands on the city -- sidewalks, fire and police protection, and sanitation in
particular -- the business license fee may be justified as a benefit tax.
Fees and charges have several advantages as a revenue source. They are a stable
source of income, they are relatively easy to adjust for changes in costs, and they provide a
measure of demand and some control on overuse for certain kinds of services. Free parking,
for example, will be in greater demand than a municipal lot that charges by the hour, and
the price of water or the fee to use a city park is some deterrent to overuse. The chief
drawback of fees and charges are that they tend to be burdensome on the poor. In addition,
many services do not lend themselves to the use of fees and charges, and must be fmanced
out of general tax revenues. Finally, some fees and charges -- particularly water fees -- are
more that adequate to cover current operating costs of the service for which they are
'

charged, with the additional revenue used to fmance other city services. This practice
creates an arbitrary tax on the users of one particular service in order to finance other
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services whose benefits are distributed differently. Where fees are used, they should be
reasonably related to the cost of service provision, with non-fee type services fmanced out of
general tax revenues.

Options for Refor,n
Both the accommodations t.ax and the local option sales tax are quite new, so reform
may be premature at this stage. Experience in other states, however, suggests that there
are possible changes in design to make these taxP.s even more useful as a local revenue
source to supplement and even partially replace the property tax.

Option #1 To the extent that cities and co11nties need more flexible and responsive
revenue instruments, and need to reduce dependence on fees and charges, the General
Assembly should continue to explore providing cities and counties with additional revenue
options. While the accommodations tax was passed and a modified local option sales tax is
now available, other options that derived from the 1977-78 local revenue diversification
study -- a local piggyback income tax, local amusements tax, local admissions tax, and local
motor vehicle tax -- should also be considered.

Option #2 As presently designed, neither the accommodations t.ax nor the local option
sales tax is truly a local tax. Consideration should be given to whether cities and counties
should be given more discretion in the use of accommodations tax revenues. After the
initial experience, the legislature may wish to review the property tax rollback requirement
and the fiscal equalization aspects of the local sales tax.

Option #3 South Carolina's tourism industry operates in a competitive market, so the
accommodations tax rate must be kept in line with those of other states. Nevertheless, the
rate for this tax should be reviewed periodically in the light of what is happening to rates in
other states.

State Aid to Subdivisions
All states share some revenue with local governments, either directly through
distribution of funds or indirectly through assuming some expenditure responsibilities. The
primary reasons for such sharing of revenues are the superior revenue-raising capabilities
of the state, and the need to equalize the resources available to local governments in richer
and poorer counties, cities, and school districts. In addition, states often mandate certain
expenditure responsibilities at the local level in such areas as education, law enforcement,
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and health care, and state aid in funding helps assure that the local government will have
the resources with which to carry out those responsibilities. Finally, some payments from
state to local gover1 1ments may compensate local gover1iments for state-mandated
exemptions from the property tax, such as the homestead exemption in South Carolina and
other states.
In 1987, state aid constituted 34.9 percent of local gover1,ment revenue from all
sources in South Carolina, compared to a national average of 33.3 percent.

Excluding

federal aid, state aid was 36.5 percent of the total, compared to a national average of 35
percent.

AB we noted in Chapter 4, revenue collection is highly centralized in South

Carolina. Part of the centralization is reflected in a higher state share of expenditures
rather than a sigr,ificantly higher ratio of state aid to local revenues. South Carolina funds
a high proportion of education and highways, two major local expenditures in most states.
South Carolina's aid to subdivisions derives from eleven separate taxes distributed
on a formula basis.

6

_Counties and municipalities both receive a share of the taxes on

alcoholic liquors, beer and wine, and rninibottles on a per capita basis, with an additional
share of the minibottle tax earmarked for alcohol and drug abuse education and
rehabilitation. One cent per gallon of the gasoline tax is distributed to counties (to be
shared with municipalities with a population of 50,000 or more). A minimum of $14,000 is
guaranteed to smaller counties. The funds are eax·marked for road construction and
maintenance.
The state shares 7.5 percent of the income tax with counties (7 percent) and
municipalities (0.5 percent), and 90 percent of the bank tax (60 percent counties, 30 percent
municipalities) on a per capita basis. Other shared taxes include the insurance tax, the
brokers' premium tax, and the motor transport tax. Property insurance premium taxes are
shared with fire districts. In 1987-88, counties received over $98 million in revenues from
the taxes on alcohol, gasoline, income, and banks, with 70 percent of that coming from the
income tax. Municipalities received about $21 xnillion from these same taxes, with 2/3 of the
total coining from taxes on alcoholic liquors, beer and wine.
Although the amounts to be distributed are determined by formula, the General
Assembly reserves the right to fund the formula at less than 100 percent, depending on the
state's overall financial situation. Full funding has occurred only twice in the last 15 years,
in 1985 and 1986. In other years, funding has ranged from 83.5 percent to 96 percent;
currently, the formula is funded at about 78 percent.
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This peculiar and complex formula is a result of various historical circumstances.
Until home rule in the mid-1970's, county legislators were responsible for the fiscal affairs
of their co11nties and, in many cases, preferred to fmd a state funding source rather than
raise property taxes. Other taxes in the formula are former co11nty taxes taken over by the
legislature. The funding formula strongly favors co11nties over municipalities, a heritage of
the state's rural past. Because there are so many taxes in the base, it is difficult to forecast
revenues in order to give counties, municipalities, and school districts a sound basis for
budgeting expenditures and setting the property tax mill rate. The fact that the legislature
does not fully fund the formula in most years further adds to the 11ncertainty facing local
gove:rnrnents. If there is a state revenue shortfall, local goverriments must reduce services
or increase the property tax, since they have few local alternatives. Proposals to require full
funding, however, have met with legislative resistance. Legislators argue that they need
budgetary flexibility in all expenditure areas in order to meet state responsibilities with
variable revenues.
A 1977-78 study of local revenue diversification recommended that the formula be
reviewed, revised, sjrnplified, and fully funded. In particular, this report pointed out vast
disparities in revenue raising capabilities among districts that were not captured by a
formula that relied almost exclusively on population.

7

The only changes in the last twenty

years, however, were to add the minibottle (1972) and insurance premiums (1976) to the
formula base, and to vary the level of formula funding on an annual basis.

Evaluation and Options for Refor,11! State Aid to Subdivisions
Aid to local governrn.ents is a fixture in our federal system in all states, with varying
combinations of distribution of revenue and state assumption of expenditure respons
ibilities. Some states have moved to reduce the dependence of local governrn.ents on state
shared revenues by allowing them to use a more diverse array of local taxes. However,
there will always be some need for state shared revenues because of the great disparities in
t.ax bases between rich districts and poorer districts -- in South Carolina, between Horry
and Lexjngton counties on the one hand and Edgefield and Calhoun on the other. Fiscal
equalization is a major reason for state aid to subdivisions.

However, it is possible to

provide this aid in a less complex and more dependable fashion, one that adapts over time
to the changing division of responsibilities between counties and municipalities and one
that takes other factors into account besides population.

156

Option #1 The General Assembly may wish to thoroughly review the present system of
state aid to cities and counties, considering which taxes to include, what basis to use for
distribution, the appropriate shares for counties and municipalities, and the degree of
certainty that can be provided about the level of funding.

Su111111ary

and Conclusions

Relative to other states, South Carolina's cities, counties, and school districts have
little fiscal independence. They are still heavily dependent on the property tax, a fact which
may change in the next decade with the local option sales tax. The property tax has some
inequities that could be remedied, but such remedies can be undertaken only at the state
level. They include a circuit break.er, an income-based homestead exemption, and a
reconsideration of the present classification system. The state has moved to provide some
additional revenue sources at the local level with the accommodations tax and the local
option sales tax, but other options remain to be considered. School districts have almost no
flexibility on the revenue side of their budgets. Because of dependence on the property tax,
South Carolina cities and counties rely heavily on fees and charges, which are appropriate
for some services but tend to be burdensome on the poor. Finally, the system of state aid to
cities and counties is in need of a thorough review in terms of what revenue sources enter
the formula, how the revenue is distributed among counties and between counties and
municipalities, and how much of the forn1ula is funded each year.

'
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ENDNOTES
1 This way of calculating property tax burdens is deceptive, however, because the tax is
expressed as a percentage of the value of the asset. The property tax can be regarded as a
sales tax on the services of property. For e:Kample, in the case of residential property,
property taxes can be viewed as a tax on rent, whether actual rent or the estimated rental
value of owner-occupied housing. The value of those services in any given year is about 10
to 12 percent of the value of the asset (e.g., a $50,000 home would generate $5,000 to $6,000
in rental services per year.) As a fraction of housing services, a property tax that
represented 1.23 percent of the value of the house would have an effective rate of 8 to 10
percent of the value of the income or housing services that the property generates each
year.
2 The differentials in tax burden in the other twenty-one states from the lowest to the
highest class range from only 10 percent in North Dakota to a 28:1 ratio in Minnesota.
Nationally, the average spread from the lowest to the highest class (including states with a
single class) was 79 percent in 1989. For South Carolina, the spread is 163 percent, from 4
percent for residential property and agricultural land to 10.5 percent for personal property.

3 It can be argued that building a state facility -- a college, hospital, or prison -- is likely to
absorb low-valued farmland and to result in development of adjacent commercial facilities
and residences, thus enhancing the property tax base. However, this argument is weaker
for state facilities in urban areas, such as Columbia.
4 Because the property tax rate is set locally, these state aggregate figures are not perfect
indicators of relative distribution of the tax burden. For example, if the industrial property
is concentrated in high tax jurisdictions, and residential property in low tax jurisdictions,
then industrial property will bear a higher share of total property taxes than is indicated by
the property tax base.
5 A detailed description of the local option sales tax and its implications, The South
Carolina Local Option Sales Tax: History, Operation, and Evaluation, is available from the
Strom Thurmond Institute at Clemson University.
6 A detailed description of aid to subdivisions is provided in the South Carolina Advisory
Commission on Intergovernmental Relations report entitled Aid to Subdivisions: An
EJCamination of State-Shared Revenue in South Carolina.
7
Local Revenue Diversification in South Carolina, Report to the Local Gover11rnent Study
Committee, Clemson University (unpublished), 1978.
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